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For institutions which are not primarily profit-making, the 
common type of income statement is not likely to be quite sat- 
isfactory. It is obvious that institutions having several sources 
of income and compelled to meet several kinds of expense, should 
show how far any of the kinds of income are adequate to take 
care of the expense connected with them. 


EARNING AND ENDOWMENT INCOME 


In a hospital, for example, the first fact we wish to know is 
how far the earnings from the service of patients are adequate 
to pay running expenses. If we show all items connected with 
the care of patients in a schedule by themselves, which we may 
call the “schedule of earnings,” the resulting surplus or deficit 
gives us the desired figure. 

We next wish to know how far the income from the endow- 
ment of the institution is adequate to make up any deficit in 
its direct earnings, or how far it will add to the surplus of earn- 
ings. So the surplus or deficit of earnings, from the first 
schedule, should be carried down to the second schedule—which 
we may call the “schedule of endowment income.” Any surplus 
or deficit remaining after income from endowment has been 
considered is the net result of the internal affairs of the hospital. 


* From the author’s forthcoming work, “Cost Accounting for Institutions.” 
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SUBSCRIPTIONS 


For most hospitals, two other sources of income remain— 
annual subscriptions from charitable organizations and individ- 
uals, and legacies. It happens that subscriptions are likely to 
maintain a fairly steady level, and may with some degree of 
certainty be counted upon by the administrative officers for 
meeting running expenses. Legacies, on the other hand, are 
extremely variable, and may run very high in seasons of ab- 
normal death rate among the well-to-do, and may run very low 
even in extremely prosperous seasons if these seasons happen 
to be seasons of good health. For this reason it seems desir- 
able to make a distinction between these two kinds of income, 
and to provide separate schedules for them. If we bring down 
the surplus or deficit from our second schedule, or “endowment 
income,” into a third schedule, which we may call “normal cur- 
rent income,” we have a final surplus or deficit resulting from 
what may be considered the normal transactions of the period 
under review. 


LEGACIES AND OTHER FuNDS 


This figure, in turn, should be carried into the fourth sched- 
ule, which should cover legacies. Here we enter a field which 
may be either capital or revenue. This schedule will show the 
final result for the year as affected not only by normal income 
and expense, but by the two transitory and unreliable elements, 
current and capital legacies. If any legacies have been received 
subject to the restriction that they shall be used for capital 
purposes only, it is hardly feasible to consider them as of the 
same class with unrestricted legacies, and theoretically they 
should not go into a schedule which includes current items; but 
since most persons who are interested to watch contributions 
to an institution of this sort are not familiar with accounts, and 
are therefore likely to expect to see even capital legacies placed 
with the income for the year, it is desirable to place them in 
this part of the statement—though they should be designated 
separately. This fourth schedule, since it is not strictly for 
either income or capital, but combines all kinds of ultimate 
receipts, should distinguish by separate columns those for cur- 
rent use from those for capital use. 
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Income Statements for Institutions 
DETAILED SCHEDULES 


To these schedules may be appended details for purposes 
of comparison—one institution with another or one year with 
another; but any one who has attempted to make comparisons 
for himself either within an institution or between institutions 
will recognize the importance of the summary statements, even 
though details be not shown. 


DETAILED EXAMINATION OF SCHEDULES 


Let us now examine these statements in detail. The forms 
given, on pages 86-89 are for a hospital. Provision is made 
there for virtually all contingencies. Never could all of them 
arise at the same time in any institution, but the titles are shown 
for the sake of completeness. Virtually the same sort of items 
would appear for any other type of institution, though the titles 
might be changed in certain cases—as with “state appropriation” 
substituted for “subscriptions from normal sources.” 


ScHEDULE A—EARNINGS 


In Schedule A are shown only those items of earning and 
of expense which result from the conduct of the institution’s 
prime function—the care of patients. (For a school or college 
this would be the education of students, and for a club or 
hotel the entertainment of guests.) Distinction should be made 
clearly between earnings and income, for the latter term is com- 
monly used to designate not only earnings from the chief busi- 
ness of the enterprise, but also interest and dividends on bonds 
and stocks held and miscellaneous income from chance profits. 
Any gain arising from sources not directly related to the year 
under consideration should appear on neither the earnings’ ac- 
count nor the income account, but on the fourth schedule. 
Depreciation must be counted as an expense of conducting busi- 
ness, and is therefore chargeable against earnings on this first 
schedule. In view of the fact that very different policies with 
regard to the amount of depreciation chargeable in any year 
prevail in different establishments, however, it is desirable to 
show depreciation as a separate item; for it would be unfortu- 
nate for any institution to have its superintendent judged by the 
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total charge for expenses, when that charge included very liberal 
provision for depreciation, in comparison with the superintendent 
of another institution in which the provision for depreciation is 
very scant. For these reasons, on the revenue account depre- 
ciation is shown in the accompanying form as a deduction from 
an initial surplus or deficit, and is therefore excluded from the 
first figure of expenses. Obviously, if the revenue from the main 
activity of the institution is in excess of all the expenses, the 
words “total deficit” on the form which follows will be canceled, 
and “net surplus” will stand as the title; and if the initial sur- 
plus is less than the amount of the depreciation, the final desig- 
nation of the amount of Schedule A will be “net deficit.” 


ScHEDULE B—ENDOWMENT INCOME 


The purpose of Schedule B is to show not merely the figures 
for income, but also the rate of return. In view of the fact that 
some investment may have been made in the progress of the 
year, and therefore have borne interest for less than a year, 
one cannot draw exact conclusions with regard to the average 
rate of return unless one knows how much investment has 
borne interest for a short period. Schedule B accordingly shows 
as its first item the investment previously reported and un- 
changed, and gives in parenthesis the average rate. The income 
from new and changed investments, which, of course, is for less 
than a year, is separately shown. From the total of this income 
from investments must be subtracted any deficit of earnings as 
shown by Schedule A, if any has occurred; or to these will be 
added any surplus of earnings. The cancellation of the unnec- 
essary words on the schedule makes the final figure clear. 


ScHEDULE C—NorMAL CURRENT INCOME 


Schedule C is likely to be most useful if it covers not only 
all items of gain from earnings and from investments, but also 
all sums received from outside in the way of gifts or legacies 
applied to current uses and normal in amount. Since the pur- 
pose of Schedule C is to show the ultimate result of the year’s 
work so far as the balance of income and expense is concerned, 
and since many institutions receive frequent legacies not only 
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available for current expenditure, but even intended by the 
donors to apply to that use, the result of the year’s operations 
is not fairly shown unless the amount of such gifts and legacies 
actually utilized for current purpose is shown on the final sched- 
ule of normal current income and expenditure. The final figure 
of Schedule C indicates whether the institution is running be- 
hind on all its normal current income, from whatever source, or 
is accumulating a fund available either for expansion or for 
increased investment. Institutions, unlike most commercial and 
manufacturing enterprises, are likely to have funds which may 
be treated as either capital or current; for they are not primarily 
engaged in making and distributing profit; and hence they have 
not the same need of distributing evenly throughout the years 
any unlabeled items of income and capital. Since expenses need 
not necessarily be met out of earnings, and since some contribu- 
tions may be either income or capital, a certain overlapping of 
what in ordinary business would be deemed either pure income 
or pure capital is bound to occur. This overlapping should be 
indicated so that one in reading the accounts, or at least in 
reading the final published statement, may see both what is the 
gross increase in the capital of the enterprise, and how much of 
those receipts which under certain conditions might have been 
added to capital has been actually absorbed for current use. 
The balance sheet shows annually the condition of all capital 
funds; but it cannot show how much property possibly avail- 
able to add to capital has been absorbed for other purposes. 
Schedule C, therefore, should show the actual absorption of 
legacies for current uses. Corporation expenses belong here, 
for they are normal current items not operation. 


ScHEDULE D—SpeciaL ITEMS 


(a) Available Funds 

Schedule D is meant to be a statement of the financial trans- 
actions for the year, both capital and income. It begins with 
the balance brought down from Schedule C. If Schedule C has 
not produced either a mere cancellation of receipts and expendi- 
tures on one hand or a deficit on the other, the surplus of normal 
current income is, of course, available to increase capital, and 
therefore it may be held either for current use in the subsequent 
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year or as a fund laid aside and destined for capital investment. 
The schedule below indicates how much surplus of normal cur- 
rent income is destined for each of these two possible uses. The 
second and third columns of the schedule are intended to sepa- 
rate the current from the capital items; and therefore these 
amounts, resulting from a division of the surplus of normal 
current income just indicated, are not only shown, with their 
total, in the first column, but are extended into the appropriate 
other columns. As above indicated, legacies and other special 
contributions may be restricted to investment for capital endow- 
ment, they may be available for the purchase of property, or 
they may be available for current expenses. The sum of these 
constitutes the amount which it is possible to add to capital; 
but, if any part of this sum is applied to current expenses, the 
balance only will be extended into the capital column of the 
schedule, and the sum deflected to current expense will appear 
in the current column and will correspond with the sum so 
named on Schedule C. 


Occasionally an institution disposes of some of its property 
at a profit. This gain is clearly not a gain of income in the 
ordinary sense, because it does not arise from circumstances 
of the current year. It should be considered a capital addition, 
although, of course, unless there were a restriction on the orig- 
inal property, it may be applied to current uses if need arises. 
Similarly, gains may arise from change of investment. These, 
when added to the possible capital additions already indicated, 
show all possible additions to capital for the year. It is likely 
to happen, however, that some capital items have depreciated, 
and that, although sums are available for capital increase, it is 
wise to devote them to making good capital losses. Whenever 
this has occurred, it is obvious that the increase in property or 
investment shown by the balance sheet will not be so great as 
the increase in possible additions to capital shown on Schedule 
D. To explain any such discrepancy, it is desirable that these 
sums necessary to make good losses shall be shown directly on 
Schedule D, and thus indicate the deduction from items of 
possible addition to capital. It is true likewise, of course, 
that capital property may have increased because the institution 
has borrowed to make purchases. If that has occurred, the 
increase in outstanding debt should appear on Schedule D as 
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a means of showing the total amount of funds to be accounted 
for. Then any changes on the balance sheet will be explained 
by reference to Schedule D—unless those balance-sheet changes 
have arisen from a mere shift of one kind of assets for another, 
or from a shift of one kind of liability for another. 


ScHEDULE ITEMS 


(b) Disposition of Funds 

' The second half of Schedule D is intended to show how the 
institution has accounted for the funds which the first half of 
Schedule D shows it responsible for. If the normal current 
income (Schedule C) has shown a deficit, obviously a part of 
the funds available for current use and shown on the upper half 
of Scheduie D will be absorbed in making good this deficit. 
Any additions to institution property and to institution in- 
vestment will also absorb certain portions of the increase of 
funds available for capital use; and if any shrinkages of either 
property or investment are to be made up from capital funds 
these will also show. It will be noticed that these sums neces- 
sary to make good losses are shown on both halves of Schedule 
D; since it is desirable to show the details regarding the use 
made of capital funds available, they must appear on one side 
of the schedule, and unless they appear also on the other side 
the schedule will show a discrepancy between the sums to be 
accounted for and the disposition of such sums. Any sums 
destined for capital use, but not yet invested, will appear as a 
balance, in the capital column, as cash with the treasurer. Any 
sums spent in paying off outstanding debt will appear also in the 
capital column, for they explain the disposition of capital sums 
available, and paying debt is the same as making investment. 
Any sums destined for current use and yet unexpended appear 
in the current column as increase of current cash with the 
treasurer. 
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STATEMENT OF FINANCIAL TRANSACTIONS FOR THE YEAR 


Scuepute A—EARNINGS 


Expenses, excluding depreciation (Schedule appended, p. —)....$245,000 


Income from hospital sources (Schedule appended, p. —)........ 100,000 
_Enitiol [surplus] deficit $145,000 
5,000 
Total [uct surplus] deficit of earnings ................ $150,000 


ScHEDULE B—ENpowMENT INCOME 


Income from investments previously reported, and unchanged 
Income from new or changed investments (parts of year only).. 5,000 


ato Require to make good deficit of earnings (Sched- 
{Total surplus] Net deficit of endowment income..... $ 50.000 


ScHEDULE C—NorMAL CuRRENT INCOME 


Subscriptions from normal sources (Schedule appended p. —)..$ 80,000 


Legacies and special contributions used for current expenses ...... 00,000 

[Surplus] Required to make good deficit of endowment income 


* This does not include income from any funds of which the income is not 
available for current use. 
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STATEMENT OF FINANCIAL TRANSACTIONS FOR THE 
YEAR (Continued) 


ScueputeE D—Speciat Items 
Funds to be Accounted for 


Surplus of normal current income (Sched- 
ule C) disposed as below: 


Added to current funds ...............+. $10,000 $10,000 i 
Destined for capital investment .......... 15,000 $15,000 
Total $25,000 | 
Endowment income restricted to increase of 


Legacies and other special contributions re- 
ceived, as follows: | 
Restricted to capital endowment (See 


Available for purchase of property (See ; 
Available for current expenses (See | 
Total bequests possible to add to 
Less amount used for current 
Gains on sale of institution property ......... 00,000 ! 
Gains on sale of investments ............... 00,000 
Total extraordinary items possi- 
ble to add to capital ............ 55,000 
Necessary to make good losses of institution i 
Necessary to make good losses on invest- i 
Total to make good losses of } 
.. 10,000 10,000 
Net increase [or decrease] of 
capital ownership .............. 45,000 
Increase of outstanding debt? .............. 00,000 00,000 
Net funds to be accounted for.... $45,000 $10,000 $55,000 | 


* Includes extraordinary depreciation, such as loss by fire, or loss on sales of \ 
real estate. | 
be added. 
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STATEMENT OF FINANCIAL TRANSACTIONS FOR THE 
YEAR (Continued) 


Scuepute D—Speciat Items (Continued) 
Disposition of Funds to be Accounted for 


Deficit of normal current income (Sched- 

$00,000 
Gross expenditures for institution property. . $20,000 
Necessary to offset losses, as 5,000 


Net additions to institution prop- 


Gross expenditures for investments ........ 25,000 
Necessary to offset losses, as above? ...... 5,000 
Net additions to investments..... 20,000 20,000 
, Total capital additions invested... 35,000 
Uninvested capital additions, cash with 
Total capital additions .......... 45,000 
Decrease of outstanding debt? ............. 00,000 00,000 
Current cash with treasurer || ............. 10,000 
Total funds accounted for ..... ; 45,000 10,000 $55,000 


SUMMARY OF FINANCIAL TRANSACTIONS 


A summary of the financial transactions for the year should 
show the total changes in each group of property, investments, 
and liability, without indicating the details. In form, it should 
show a list of sums to be accounted for, and a list of items which 
serve that accountability. The two must balance, as shown on 
page 89. The first three items on the first half of the sheet 
show direct receipts, and therefore must be explained in the 
second half. The other four items show either consumption of 
property, through operations, or exchange of property: con- 
sumption through operations shows in either a reduced surplus 

+ Unless these items are shown, a comparison of the balance sheets of two 

years will imply an apparent disagreement with this schedule, for the 
balance sheet will show only net additions; and if these items are to 
appear on one half of this schedule they must appear on the other. Hence 
the repetition. 

t To be added. 

|| These are not necessarily the treasurer’s present cash balances, for he may 

have had a balance from a previous period, may have received other 
sums from the collection of debts or sale of property, and may have made 


disbursments for debt or for the investment of previous balances. These 
will show on the next statement. 
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of normal current income, or an increased deficit; and exchange 
of property must show in one of the last six items of the second 
half of the sheet. In a similar way, any item on the second half 
of the sheet is explainable by some item or group of items 
on the first half. So the statement necessarily balances and 
summarizes the situation for the year. 


SUMMARY OF FINANCIAL TRANSACTIONS FOR THE YEAR 


Surplus of normal current income ................eeeeeeee $25,000 

Legacies and other special contributions .................. 40,000 

Net additions to outstanding debt ..................e00ee- 

Net shrinkage in total capital in institution property...... 

Net shrinkage in total capital investments ............. ae 

Net shrinkage in uninvested capital funds ................ 

Net shrinkage in available current funds*................. 

Deficit in normal current income ...............eeeeeeees 

Expended in making good losses of capital ..... rr ee $10,000 

Net shrinkage in outstanding debt ....................00- 

Net additions to capital in institution property ............ 15,000 

Net additions to capital investments ................00000 20,000 

Net additions to uninvested capital funds ................ 10,000 

Net additions to available current funds f................ 10,000 


* This may have a negative origin; that is, it may be due to a larger deficit 
on the balance sheet than that of a year ago. 

+ This may have a negative origin; that is, it may be due to a smaller 
deficit on the balance sheet than that of a year ago. 
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Uniform System of Accounting for Second- 
Class Cities 


By Joun J. MAcILTon 
Auditor to State Comptroller 


The comptroller of the state of New York, William Sohmer, 
has prescribed a uniform system of accounts for second-class 
cities, which went into effect January 1, 1913. 

The comptroller does not claim that the system adopted by 
him is the last word to be written on the subject, and it may be 
said that it would be difficult indeed to find a person who would 
be able to accomplish this end; but the greatest claim which he 
hopes to make for the system is that it is a long step in the right 
direction. No doubt shortly after its introduction improve- 
ments will be recommended and made, and it is admitted that 
room still exists for some improvements owing to the fact that 
the system adopted embodies the least number of technicalities 
and at the same time the smallest form advisable to give all the 
information desired. It was constructed with the intention not 
to overload the financial officers of the municipalities—further 
improvements being left until such time as officers had become 
accustomed to a change as radical as the new system required. 


It may be admitted that more technical systems could be 


adopted embracing a greater number and plan of accounts, 
though the installation of any system of this nature would be 
very likely to defeat itself because its operation would probably 
require larger and more highly trained staffs of accountants in 
the various municipal offices, and thus result in greatly increased 
expense, which might be regarded as a serious objection. It is 
important that this particular point be kept in view when recom- 
mending the adoption and installation of any form of ac- 
counts, as, if it appeared that it was meeting with continual 
opposition from those charged with its successful operation, popu- 
lar opinion might help largely in making the scheme a failure. 

It must be admitted that the accounts of cities operated on 
the cash basis plan do not embody the latest and soundest ac- 
counting principles, nor do the results obtained furnish the public 
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with the information to which they are entitled; and most of the 
large cities of this state are operated under this plan. From 
the books themselves nothing more than a trial balance can be 
shown, from which neither the condition of the funds nor a 
statement of revenues and expenditures can be prepared. When 
any other information is furnished in an annual report, it is gen- 
erally picked from the books in a laborious manner and is not 
readily accessible. 


Before adopting the uniform system, the state comptroller 
invited to Albany the comptroller, treasurer and accountants of 
each second-class city of the state of New York, for conferences 
at his office, as he did not feel that any fixed plan of accounts 
should be prescribed without allowing those responsible for its 
prosecution to view and discuss the matter fully, and to give 
their opinions freely as to its merits or demerits, especially its 
practicability of operation. It was finally agreed by the repre- 
sentatives of the six second-class cities of the state, viz., Albany, 
Schenectady, Syracuse, Troy, Utica, and Yonkers, to adopt the 
plan as presented by the comptroller. In order to expedite its 
adoption at the beginning of the new year, typewritten copies 
were placed in the hands of the financial officers of these cities 
while awaiting the printing of the prescribed system. 


DESCRIPTION OF UNIFORM SySTEM 


The system describes the purpose of financial records, gives 
a general review of the laws of the state of New York concern- 
ing the accounts of municipalities, refers to the existing financial 
systems, and explains the purposes of all the accounts used in the 
new system. 

The most important part of the work is the presentation of 
the journal entries, ledger accounts, balance sheets and the forms 
of books and blanks required in addition to those now in use. 
An entry is made for every transaction likely to occur in a 
municipality, and brief explanatory remarks are added to each. 

The operations taken into consideration among others are the 
estimated revenues; tax levies and budget appropriations; 
the building of a sewer where the property holders were to pay for 
one-half the cost of construction, the balance being paid through 
the levying of taxes; the paving of a street, financed by street 


gI 


i 

| 

j 

i 

{ 

| 

| 

| 


The Journal of Accountancy 


paving notes, which are paid off by collection of assessments 
from owners of property abutting on the street paved; and the 
construction of a school entirely by bond issue, which bonds are 
to be paid off later through tax levies. Entries showing opera- 
tions in the different sinking funds, pension funds, etc., are also 
shown. The ledgers embrace all of the accounts arising in the 
journal, and all transactions can be traced thereto and the dis- 
position of the balances ascertained. The balance sheet is shown 
at the end of each year for three consecutive years, containing 
the current, capital and trust accounts. 

It is a striking feature of the work that journal entries, ledger 
accounts and balance sheets have been shown for the years 
IQIO, I91I and 1912; the entries occurring in the years 1911 and 
1912 being shown to account for the disposition of transactions 
arising in the year 1910, as in municipal accounting some trans- 
actions must be continued to the second year following that in 
which they arise; such as the sales of property for unpaid taxes 
and sewer and paving assessments. When default on the part 
of the property holder occurs in the year following the levy and 
when the property is bought in by the city, it is unable to secure 
its money until the year following the sale. 

This scheme of actually doing the work was considered the 
most convenient method of placing before the financial officers 
the system of account keeping desired, owing to its simplicity and 
lucidity. 

A list of the subsidiary books required is shown for current, 
capital and trust fund transactions and their uses described. For 
all other records necessary to carry into operation the system 
designed, in addition to those already used in the second-class 
cities of the state, a form of each is shown and the entries given 
throughout the different columns of these records, which point 
out specifically the accounting required as the transaction 
progresses. 

The most radical step in the system is the adoption of orders 
to be used as far as possible when creating obligations. Persons 
familiar with municipal accounting will thoroughly appreciate 
that no great step could be taken for its improvement without 
giving careful attention and consideration to the adoption of 
the order scheme, as the great difficulty lies in that appropria- 
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tions cannot be properly controlled unless they are charged with 
commitments against them as they arise. 

A great deal has been written on the subject of municipal 
accounting, including systems bringing into play the scheme of 
orders, which until put into practice seem to be very simple of 
operation. One of the difficulties to be encountered in success- 
fully prosecuting a plan of accounting embodying orders, is that 
all bills rendered against a municipality are not based on orders 
placed. For instance, payments for interest on bonds, freight, 
express, payrolls, etc., are made on claims which have not been 
based upon the placing of orders. This has been kept carefuily 
in mind in devising the system. 

It is admitted that the order system is not as simple as the 
keeping of accounts on a cash basis, but the municipality is well 
repaid for the extra labor involved, on account of the informa- 
tion derived from its operation and the careful guarding of 
appropriations. 

Should the claim be made that the accounting system has 
been burdened to any degree by the use of the order system, it 
must be said that, when seeking to improve the plan of municipal 
accounting over the cash basis method, unless orders are recorded 
it is scarcely possible to make any improvement and the accounts 
had better remain as they are. 

Beyond the requirements of the prescribed system, any muni- 
cipality may keep as many records in addition thereto as it 
deems advisable; it may also keep any records now in use that 
will furnish readily any information or the recording of any 
transactions desired. 

Among the perplexing questions confronting a great many 
fiscal administrators have been those involving educational and 
water matters, and to the work extracts from the law in the 
form of briefs have been appended, which will no doubt furnish 
those responsible for the prosecution of the Sohmer system 
with a great deal of useful information. 


REMARKS ON THE SYSTEM 
Simplicity of operation and installation together with flexi- 


bility were the main things kept in view when devising the 
system, as it was fully realized that to present to the financial 
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officers of municipalities a system involving many technicalities 
would retard its adoption and prosecution. It appears scarcely 
possible that fewer accounts or funds than those presented in 
the system could be used to give the information of the finances 
of a municipality—this being one of the greatest recommenda- 
tions for simplicity. 

Credit has been given to the United States census bureau for 
reports of statistics on cities; to former Comptroller Merz of the 
city of New York for his Manual of Accounting and Business Pro- 
cedure; to the Bureau of Municipal Research for Short Talks on 
Municipal Accounting and Administration; to Dr. CLEVELAND 
for his works on accounting; to THE JouRNAL OF ACCOUNTANCY 
for several articles published therein; and to the Government 
Accountant; all of which served to render considerabie assistance 
to those engaged upon the work. Quotations are given from the 
writings of Dr. CLEVELAND regarding the results that should be 
obtained from an adequate system of accounts. 

Comptroller William Sohmer of New York, under the author- 
ity vested in him by law, has been the first state comptroller 
to prescribe a uniform system of accounting for cities. In view 
of this fact, he should be complimented for the progressive step 
taken; which should result in other states prescribing uniform 
systems, thus benefiting not only the taxpayers where such systems 
are installed, but all persons in any way interested in the finances 
of these municipalities. 

The lucidity of the prescribed system goes far toward assist- 
ing the fiscal administrators who install it, and in addition the 
state comptroller has volunteered to send experts from his office 
to visit these cities weekly with a view to furnishing information 
on any question arising on the accounting of a municipality, 
and especially regarding the system of accounts prescribed by 
him. This in itself is of considerable importance and value, not 
only to financial officers of experience, but more especially to 
those recently elected to these highly important offices. The 
system is furnished without any expense whatever by the munici- 
pality for accounting advice and assistance other than the meagre 
expense of providing a few books necessary, in some cases, in 
addition to those which are in use at the present time. 

From the reports which can be compiled from the cities using 
a uniform system of accounts, the data available may be of 
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great service in showing comparative statistics of operations, 
which heretofore have been lacking in a large degree, and at the 
same time the information required to judge the efficiency of an 
administration may be obtained. 

It has not always been possible for cities to show their margin 
of debt limit, which is so often required by financial houses 
interested in their bond issues, while the accounting of these 
cities has been carried on a cash basis plan. This fault will be 
overcome by the prescribed system, which will show a balance 
sheet setting forth all the obligations of the municipality at 
the close of every month. 


| 

| 
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Adoption of By-Laws 


By Tuomas ConyNcTon 
Member of the New York Bar 
Second Article 
CorPorRATE POWER OF ADOPTION 


she power to make by-laws for the government of the cor- 
poration and the guidance of its officers is one of the inherent 
and essential powers of a corporation. As was said by Lord 
Hobart in the early part of the seventeenth century: “Now I 
am of the opinion, that though power to make laws is given by 
special clause in all corporations, yet it is needless; for I hold it 
to be included, by law, in the very act of incorporating, as is also 
the power to sue, to purchase or the like.” 

A century and a half later, Blackstone includes among the 
“powers, rights, capacities and incapacities” of the corporation, 
“the power to make by-laws or private statutes for the better 
government of the corporation; which are binding upon 
themselves, unless contrary to the laws of the land, 
and then they are void. This is also included by law 
in the very act of incorporation; for as natural reason is 
given to the natural body for the governing it, so by-laws or stat- 
utes are a sort of political reason to govern the body politic. And 
this right of making by-laws for their own government, not 
contrary to the law of the land, was allowed by the law of the 
twelve tables of Rome.” Later Kyd includes among the in- 
cidental powers of corporations, the power “To make by-laws, 
or private statutes for the better government of the corpora- 
tion.” 

More recent statements are of the same general tenor. ‘“‘Cor- 
porations have the right to manage and control their affairs sub- 
ject to the general laws of the land as they may deem advisable, 
and, as incident thereto, to make such by-laws as will best 
effectuate the objects proposed to be accomplished.” “Although 
the authority to enact such by-laws, is frequently declared in 
the charter of the corporation, or by some general law, yet the 


* Sustaining citations have been omitted. 
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authority to enact them does not depend upon such declaration, 
but is an inherent right which, in the absence of some positive 
legislative restriction, is incident to every corporation.” ‘Where 
a corporation is created there goes with it the power to enact 
by-laws for its government and guidance, as well as the guidance 
and government of its members. The power is necessary to 
enable a corporation to accomplish the purpose of its creation.” 
“The incidental power of the corporation to make by-laws re- 
sults from the necessity of such power to enable the body 
politic to answer the purposes for which it was created.” “The 
right of a private corporation to enact such by-laws is inherent 
and incident to its existence.” Or as expressed in one of the 
early New York cases, “The power to make by-laws is one of 
the characteristic features of a corporation.” 

This common law power to adopt by-laws inheres in voluntary 
associations as well as private corporations. “A voluntary asso- 
ciation whether incorporated or not, has, within certain well- 
defined limits, power to make and enforce by-laws for the govern- 
ment of its members.” 


LIMITATIONS UPON CORPORATE POWER OF ADOPTION 


The power of the corporation to adopt by-laws is limited to 
such enactments as do not conflict with the law of the land, the 
charter of the corporation and the general rules of equity and 
justice. By-laws must also be confined to carrying into effect 
the proper purposes of the corporation as defined by its char- 
ter. Ultra vires by-laws are void. 

If the statutes of the state or the corporate charter expressly 
empower a corporation to make by-laws for particular purposes 
or relating to specified matter, it has been supposed that the 
legal maxim expressio unius est exclusio alterius would apply and 
that the corporation would be incapacitated to make by-laws for 
other purposes or relating to other matters. The doctrine ap- 
pears to rest solely on one early case. “This was the case of 
the Hudson’s Bay Company, who were made a corporation by 
charter, and were thereby empowered to make bye-laws for the 
better government of the company, and for the management and 
direction of their trade to Hudson’s Bay: ‘which’ it was said 
‘implied a negative that they could not make any other bye-laws 
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in relation to projects of insurance.’*’ The author, however, con- 
tinues further, “It is apprehended, that without this implied nega- 
tive, arising from the power to make bye-laws being expressly 
given, they could not have made any bye-law on any subject which 
did not relate to their trade to Hudson’s Bay; because any such 
bye-law would have been foreign to their institution.” 

But one case directly involving the principle of exrpressio unius 
est exclusio alterius seems to have come before the courts in this 
country. In this case the legality of a by-law restraining the 
transfer of stock was at isstie. The action was brought in Rhode 
Island. The court held that, as the defendant corporation was 
organized under the laws oi Maine, the laws of Maine should 
apply; and, apparently basing its decision upon a misapprehen- 
sion of the ruling in Kennebec, etc. R. R. Co. v. Kendall, 31 
Me., 470 (1850), held that the Maine statutes having specified 
certain subjects upon which by-laws might be passed, by-laws on 
any other subject were ultra vires, and the particular by-law not 
being among those permitted by the statute was therefore void 
and of no effect. Upon a re-hearing this ruling was repudiated. 
The by-law restraining the transfer of stock was again declared 
invalid, but this time upon the broader and better ground that 
it was in itself u/tra vires and against public policy. It may be 
said further that the general doctrine is of but little importance 
in these present days, since the power to make by-laws when con- 
ferred by charters of modern corporations, is almost invariably 
in terms sc general as to permit of by-laws for any proper 
corporate purposes; and the power when conferred by statute, 
as is the case in many states, is usually so broadly stated that 
the question of limitation does not enter. 

Where, however, a power is given to a select body in contra- 
distinction to a power given to the whole body to make by-laws 
on a particular subject, the doctrine does apply and such select 
body cannot legislate beyond the specified subjects. Thus where 
the stockholders, the charter, or the statutes empower directors 
on particular subjects, their authority does not extend to making 
by-laws on other subjects. Likewise, where power is given to 
a board of aldermen or to some other municipal body to legislate 
on particular subjects, there is no inherent power in such body 
to legislate on other subjects or to go beyond the limits of the 
specific authority. 
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STOCKHOLDERS’ Power To Apopt 


Unless otherwise vested by charter or statute provision, the 
power to make by-laws rests with the stockholders who must act 
in duly assembled meeting. The stockholders have but few 
functions to perform and this right to make by-laws is one 
of the most essential and important. “This power, like every 
other incidental power, is incident to the corporation at large, 
and not to any select body.” As stated in Angell v. Ames 
(Sec. 327) “Unless by the charter, or some general statute to 
which the charter is made subject, or by immemorial usage, this 
power is delegated to particular officers or members of the cor- 
poration, like every other incidental power, it resides in the mem- 
bers of the corporation at large.” 


Direcrors’ PowEr to 


The board of directors have no power to enact by-laws un- 
less so authorized by law, by the articles of association or by 
proper action of the stockholders. Even when the statutes give 
the directors power to make by-laws on prescribed matter, the 
power to make all other needful or necessary by-laws is conferred 
upon the corporation itself and can be exercised only by the 
stockholders. 

The stockholders may, however, delegate the power of 
adopting by-laws to the directors. The power is “incident to 
the corporation at large, and not to any select body; yet where 
it belongs to the corporation at large, they may delegate it to a 
select body, who then become the representatives of the whole 
community, and may exercise it to the same extent that the 
whole community might do.” But the stockholders cannot dele- 
gate to the directors, save by charter amendment, the exclusive 
right to make by-laws. 

When power to make by-laws is not given by charter or 
the law of the land to the directors, they only have power to 
make by-laws subordinate to those passed by the stockholders. 
That is, the board of directors may legislate upon any new sub- 
ject concerning which the stockholders have passed no by-laws, 
or they may pass additional by-laws supplementing by-laws 
already passed by the stockholders, but they cannot repeal or 
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alter a stockholders’ by-law already adopted, and if there is any 
conflict between the directors’ by-laws and the stockholders’ by- 
laws, the stockholders’ by-laws will prevail. Also even though the 
directors are empowered to make by-laws by the charter or the 
by-laws, the stockholders may under any ordinary circumstances 
recall the directors’ power at any time by an amendment of the 
charter provision or by a repeal of the enabling by-law. 

When the power to adopt by-laws is given the directors by 
charter provision, this does not exclude the stockholders from 
making by-laws, unless expressly so stated or directly to be 
implied from the terms of the charter. 

In Illinois, Kentucky and the District of Columbia the direc- 
tors of a corporation are by statute given the exclusive power 
to make, amend and repeal by-laws. This precludes the stock- 
holders absolutely from any voice in the regulation of corporate 
affairs and is a curious reversal of the usual theory of corpor- 
ate action. It permits the directors, who act as trustees of the 
corporation, to prescribe their own duties and responsibilities 
and takes from the stockholders all power to limit or restrain 
the directors’ action in any way. In these states where this condi- 
tion prevails not even by charter provision or by the action of 
the directors themselves may the power of the directors as to 
by-laws be altered or abridged. 

Thus in a recent Illinois case, the directors had passed a 
by-law requiring that by-laws passed by them should be ratified 
by a vote of the stockholders before they were binding upon 
the corporation. The court held, however, that the stockholders’ 
ratification was not necessary. “If it be held that the limitation 
found in by-law No. 16, requiring the ratification by the stock- 
holders of a change of the by-laws made by the directors, is 
valid and binding, then we are to hold in effect, that one board of 
directors at one time may place a limitation upon themselves or 
future boards of directors in the matter of making by-laws, and 
add requirements neither provided for in, nor contemplated by, 
the law of their creation. Such, we think, is not the law, nor 
do we think it should be so.” 

In certain other states, as New Jersey, Delaware and Penn- 
sylvania directors may by special charter provision be given 
power to alter the by-laws. Thus in New Jersey the statute 
reads: 
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“The power to make and alter by-laws shall be in the stockholder., 
but any corporation may in the certificate of incorporation, confer that 
power upon the directors; by-laws made by the directors under power 
so conferred may be altered or repealed by the stockholders.” 


In states such as New Jersey in which the statutes provide 
that power to make by-laws may be delegated to the directors 
by charter provision, the extent of the power which can be 
granted depends entirely upon the wording of the statutes. Under 
the New Jersey statute it is doubtful whether the directors can 
be given power to repeal a by-law passed by the stockholders. 
Also it is to be noted that in New Jersey by-laws enacted by 
the directors are by the statute provision always subject to 
amendment and repeal by the stockholders. 

In other states, as New York and Minnesota, the directors 
are by statute given power to make by-laws in conformity with 
or subordinate to the by-laws adopted by the stockholders. Thus 
the New York statute reads: 


“Subject to the by-laws, if any, adopted by members of a corpora- 
tion, the directors may make necessary by-laws of the corporation.” 


Under this provision, it is obvious that the exclusive power to 
make by-laws could not be conferred upon the directors by the 
charter. From the practical standpoint the directors, whether 
authorized to adopt by-laws or not, have authority under their 
general powers of management to provide for almost any con- 
tingency not already provided for, even though the matter af- 
fected be a fit subject for by-law regulation. In such case the 
board passes a resolution providing for the matter under con- 
sideration, and this resolution controls and has the effect of a 
by-law until it is repealed or superseded by action of the stock- 
holders. In a recent text book this rule is given as follows: 
“Even where the power to enact by-laws is lodged with the 
shareholder, the directors may always and in subordination to 
the shareholders, make rules for their own orderly action and 
for the government of the company’s agents. By whatever 
name these rules may be called, they are in their nature by-laws.” 


PROCEDURE FOR ADOPTION 


(a) Formal Procedure. Whenever the statutes prescribe the 
method by which by-laws are to be adopted, no other legal method 
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exists. Under such circumstances by-laws must be adopted in 
strict accordance with the statutory requirements, and any other 
method of adoption is ineffective and by-laws so adopted are 
invalid. 

Likewise, if the charter prescribes the method by which 
by-laws are to be adopted, this method must be strictly followed 
and by-laws adopted otherwise are of no effect. 

If neither the statutes nor the charter prescribes the method 
of adoption, the rules of the common law apply, and by-laws 
may then be adopted by a majority of the assembled stockholders 
at any duly constituted meeting. 

Speaking generally, by-laws may be adopted only at a duly as- 
sembled meeting of the members or stockholders of the 
corporation or at a duly assembled meeting of the di- 
rectors when these latter have power to adopt by-laws. 
It is usually provided that a quorum must be _pres- 
ent at the meeting and a majority of the votes cast thereat 
must favor the adoption of the proposed by-law. It is obvious 
that by-laws cannot be adopted before incorporation as the cor- 
poration is not in existence then. Nor after incorporation can 
by-laws be adopted at meetings held outside the state unless the 
statutes or charter so provide. 

When neither statute, charter nor by-law provides that the 
presence of a quorum at the meeting is necessary for the adop- 
tion of by-laws, the common law rule prevails; and under this 
rule the stockholders who assemble at the proper time and place 
for the meeting constitute a legal quorum regardless of their 
number and may adopt by-laws and take any other proper cor- 
porate action. As stated in Cook on Corporations, Sec. 607: “The 
law is clear that those stockholders who attend a duly called 
stockholders’ meeting, may transact the business of that meet- 
ing, although a majority in interest or in number of the stock- 
holders are not present.” 

In a select body, as the board of directors, the common law 
rule as to quorum is different. Here a majority of the entire 
body must be present to constitute a quorum, unless expressly 
otherwise provided by some competent authority. The vote 
of a majority of this quorum is, however, sufficient to adopt by- 
laws. 

As by the common law rule, a bare majority of a quorum of 
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stockholders may alter the by-laws of a corporation, it is obvious 
that where this rule prevails—as is the case whenever the stat- 
utes are silent on the subject and neither charter nor by-laws 
provide otherwise—a very small minority might under some con- 
ditions be able to alter the by-laws of the corporation, possibly 
entirely against the desires of a non-present majority. To 
avoid this possibility, it is usual to provide in the charter or by- 
laws that a majority of the outstanding stock shall be neces- 
sary to constitute a quorum. 

Unless otherwise specifically provided by some competent 
authority, additional by-laws may be adopted at any regular or 
stated meeting of the body having power to adopt or amend, or 
at any special meeting where such proposed action has been 
specified in the call and set forth in the notice to those entitled 
to participate. In a Pennsylvania case it has, however, been 
held that the by-laws cannot be amended at an annual or stated 
meeting unless such action has been announced in the notice of the 
meeting. This is contrary to the general law on the subject. 

(b) Irregular Procedure. As already stated, when the pro- 
cedure for adoption of by-laws is fixed either by the charter or 
statute, they cannot be adopted by any other procedure. “Neither 
a by-law nor a usage having the force of a by-law can be sup- 
ported if repugnant to any provision of the charter * * *, 
The charter is the measure of its powers and privileges, and, 
where the mode of exercising any of its functions is therein 
prescribed, it must be strictly pursued.”’ But when neither char- 
ter nor statutes prescribe the method of adoption, a corporation 
may adopt by-laws by its acts and conduct, as well as by an 
express vote in writing. 

Irregular adoption is in most cases by usage. It is well settled 
that unless otherwise required by statute, by-laws may be un- 
written—never recorded. In Mutual Fire Insurance Company vs. 
Tarquhor, 86 Md., 668, it was held that “A long continued, un- 
broken and uninterrupted custom or usage, such as is set up 
by the defense in this case, is held by all the authorities, to which 
we have been referred, to be of the nature of a by-law, and to be 
equally obligatory and binding.” In another similar case it was 
held that “A custom or usage so long continued and so invar- 
iably pursued has the force of a by-law, and not being repugnant 
to any of the provisions of the charter, is valid.” 
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No particular length of time is required to establish usage. 
In a Wisconsin case it was said: “It thus appears from the plead- 
ings that at least three annual meetings for the election of offi- 
cers had taken place prior to that at which the defendant claims 
to have been elected to the office of treasurer, which was time 
enough for a usage to spring up and become established as well 
as to give a practical construction to the by-law.” 

As before stated, by-laws cannot be adopted before incorpora- 
tion, but if by-laws are so adopted, subsequent usage of, and 
acquiescence in these by-laws may be held to imply adoption. 

Where the by-laws of a close corporation required five direc- 
tors, and the stockholders, three in number, ignored the by-laws 
and elected but three directors, it was held that the by-law was 
“changed by the unanimous consent of the stockholders,” and 
that the board of three was a legal board. 

Thus, also, where by-laws were published and acted upon 
as the by-laws of the company, no record showing their adoption 
but the by-laws bearing the signatures of more than a majority 
of the incorporators, it was held that such by-laws “were un- 
doubtedly adopted, though informally.” 

And where the directors were given exclusive power by 
charter to adopt by-laws, and the stockholders adopted by-laws 
before incorporation, and these, though never formally adopted 
by the directors, were regarded by them and acted upon as the 
by-laws of the corporation, it was held that this recognition 
was equivalent to an adoption. 


ReEcorpD oF By-Laws 


When by-laws are adopted it is the duty of the secretary of 
the corporation to record them properly, preferably in the minute 
book. Such entry affords the best legal evidence of the adop- 
tion of the by-laws if at any time it is desired to prove their 
legality. 

In some few states, viz., California, Idaho, North and South 
Dakota, and some few others, the by-laws must be entered in a 
“Book of By-laws” before they become legally effective. In Cali- 
fornia and North Dakota this book of by-laws must be kept open 
to the inspection of the public. In Minnesota the by-laws must 
be filed with the Secretary of State and also be posted for in- 
spection in the principal place of business of the corporation. 
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In Nevada the by-laws must be entered in a book of by-laws 
which must be kept at the principal office of the corporation. In 
Iowa a copy of the by-laws and a list of the corporate officials 
must be kept posted in the principal places of business of the 
corporation for public inspection. In Nebraska a copy of the 
by-laws must be posted in the principal office of the corporation. 
In the Philippines a copy of the by-laws must be kept in the 
principal office of the corporation for inspection, and a certified 
copy must be filed with the Chief of the Division of Archives and 
be by him filed with the original certificate of incorporation. 

It is to be noted, however, that while, as a matter of good 
practice, by-laws should always be properly recorded, they need 
not necessarily be in writing or be recorded in any other way 
unless required by some competent corporate authority. 


By-Laws As EvIpDENCE 


If the by-laws of a corporation are to be used as evidence in 
a court of law, they must be pleaded, and the minutes of the 
meeting at which they are adopted and in which their adop- 
tion is recorded should be introduced. This is the best evidence 
that can be had. 

If the original minutes cannot be produced, a printed copy 
of the by-laws as distributed among the members or stockholders 
may be used, or, if no better evidence can be had, parole evidence 
of the actual usage of the particular corporation in regard to 
the matter to be established, may be introduced. When bet- 
ter evidence can be had, the testimony of officers of the cor- 
poration as to its by-laws is not competent. 

By-laws informally adopted may be proved by usage. “By- 
laws may be proved as well by the acts and uniform course of 
proceeding of the corporation, as by an entry or memorandum 
in writing.” 

For all ordinary business purposes, where it is desired to 
prove the by-laws of a corporation or some portion thereof, the 
by-laws, or the particular portions to be proved, are copied and 
the correctness of this copy is then certified by the secretary or 
equivalent officer and evidenced by the corporate seal. These 
certified copies may in most cases be used in any action at law 
against the corporation as evidence as to the subject-matter of 
the particular by-law or by-laws so certified. 
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By Ear, A. Sauiers, Pa.D. 
Instructor in Accountancy, Lehigh University 


The valuation of the properties of public service corpora- 
tions for purposes of rate-making, purchase, taxation and cap- 
italization today constitutes an important function of commis- 
sions and courts. Those industries which are clothed with a 
public interest are placed in a separate category, although their 
legal status does not appear as yet to be definitely outlined. Some 
fundamental distinctions exist between them and ordinary private 
enterprises which necessitate an uncommon degree of govern- 
mental supervision. The interest of the public is directly in- 
volved ; consequently the need of safeguarding the public interest 
by some form of supervision. 

The state railroad commissioners have shown the ability of 
the state to control, to a greater or less degree, an industry of a 
quasi-public character; while many states now have public serv- 
ice commissions which were formed by expanding the power and 
jurisdiction of existing commissions, or were newly created by 
legislative enactment. This innovation is due to the multiplica- 
tion of corporations engaged in the telephone, telegraph, street 
railway, water and gas supply businesses, collectively known as 
public utilities, and adapted to control by commission for reasons 
to be noted. 

Public utilities affect the welfare of the people whom they 
serve through quality of service offered and charges demanded. 
Usually they are monopolies possessing franchises granted by 
state or municipality. Oftentimes they are exclusive producers 
of a service because an attempt to duplicate their work results 
destructively. Two characteristics of public utilities—monopo- 
listic form and extensive service—render commission control 
desirable; competition cannot act as a rate regulator, since it 
leads to injurious rate wars if active, and the public interests 
are at stake. 

Already in several states the work of valuing both the phys- 
ical and non-physical properties of public service corporations 
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has been extensively undertaken. Principles governing all pos- 
sible cases have not been finally promulgated, it is true, but 
much has been accomplished in the way of establishing sound 
rules of procedure. In many cases precedent is sufficiently 
strong and authoritative to make possible the statement of what 
may be expected with certainty to be the future attitude. In 
other cases reports and decisions are conflicting, and the ultimate 
outcome must depend upon further elucidation of the matter or 
upon the decision of the Supreme Court. 

It may be stated definitely that a differentiation must be made 
between valuations made for different purposes, rate-making, 
purchase, etc., but we cannot say just how the differentiation 
should be made. Just what elements ought to be excluded in 
one case or included in another, is a concrete problem that can 
be solved only in connection with each case as it arises. Taxation 
valuations must not be confused with valuations for purposes 
of capitalization or rate-making. In Texas a valuation was made 
of the physical property of railroads for taxation, but the Su- 
preme Court of the United States declared that the results could 
not be used for rate-making because the basis of valuation 
was too narrow to comprehend all values. Is it not often ad- 
mitted that tax values of physical property ought to be lower 
than capitalization values to prevent over-taxation of tangible 
property? It was recently disclosed that in St. Paul tax values 
equal about 60 per cent of normal selling prices.* One public 
service commission states that its findings for capitalization pur- 
poses are not intended for rate-making purposes.t A corpora- 
tion may hold assets for speculation, but not employ them in 
affording its customary services to the public. Consequently 
the corporation is not justified in basing its rates upon such 
property, although it ought to pay taxes on it. Methods and 
results of one valuation may be useful in another, but a valuation 
must be made with a view to its particular object. 

It follows that certain considerations may or may not be of 
weight. Depreciation is an important consideration in most 
valuations in which physical property is under examination, and 
sometimes even in the case of non-physical property. It appears 


* Supplement to the Annual Report of oe Railroad and Warehouse Commis- 
sion of Minnesota, Nov. 30, 1908, p. 


+ P. 8. C. R. (First Dist. N. Y.) Re I Prauai on of Metropolitan Street Rail- 
way Co., Case No. 1305. 
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that the only question as to the inclusion or non-inclusion of 
depreciation is answered when we have decided what items of 
a depreciating character are to be included or omitted. Is de- 
preciation a condition whose weight is determined by the pur- 
pose of the valuation, or is it absolute and the same in all cases? 
Evidently the latter, for although different estimates may be made 
of its amount, this is due to disagreement on the part of the 
experts who do the valuing. They attempt to discover what all 
admit to be the same. 

This being granted, the problem of depreciation remains the 
same under all circumstances, whether the valuation is for rate- 
making, taxation, capitalization, or purchase. It will be the 
same for each item, although items that are considered in one 
case are properly omitted in another. The distinction is not one 
of depreciation, but of the inclusion or exclusion of depreciat- 
ing values. 

Depreciation is an important factor in valuations. It is a 
different problem from the ordinary one in depreciation—writ- 
ing down assets and creating sinking funds for their ultimate 
replacement. In valuations we seek present values—values of 
today—not to note depreciation over long intervals and to make 
replacements. The worth of an asset at some particular time 
in its life has not much bearing on ultimate replacement. To 
create a replacement fund we need know only lifetime and re- 
placement cost. Greater rapidity of depreciation may occur early 
or late ; the replacement fund can nevertheless be formed by equal 
additions each year, or by greater or smaller additions during 
either the earlier or later years. 

In all valuation the distinction must be made between cost 
or cost-to-reproduce on the one hand and present value on the 
other. Original cost and cost-to-reproduce are usually different, 
so that the real expense of depreciation is the difference between 
present value and cost-to-reproduce, not between present value 
and original cost. A machine, purchased ten years ago for one 
hundred dollars, is today worth fifty dollars; but it will cost two 
hundred dollars to replace it. It has depreciated, not fifty, but 
one hundred and fifty dollars and the replacement fund must be 
correspondingly increased. 

Cost-to-reproduce is sometimes more easily found than orig- 
inal cost. The original records of many railroads, as well as 
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other utilities, may have been destroyed, or the road has ex- 
perienced so many receiverships, supercessions, and reorganiza- 
tions that its identity has been lost. So it is well that accrued 
depreciation is the difference between present value and cost- 
to-reproduce.* 

Present value plus replacement fund—if it exists—may not 
equal or even approximate cost-to-reproduce, although it is too 
often assumed that it does. Whether it does or not is not the 
leading question in valuations, but in replacements. As stated 
in the Metropolitan reorganization case, “The problem * * * 
is not how to meet and provide for decrease in values, but what 
is the fair value of the plant at present.” Sinking funds may 
provide ultimate replacement even though capital remains im- 
paired to a considerable extent meantime, which will occur un- 
less the fund accumulates at least as rapidly as value disappears. 

Obsolescence or supercession is a phase of depreciation to be 
considered in valuations. The folly oi retaining obsolete or 
obsolescent goods at original values was shown in the investi- 
gations of the New York Public Service Commission (First 
District) in the Metropolitan reorganization case. Within a 
period of twenty years many miles of track once constituting 
the most valuable lines had fallen into disuse. One company 
with outstanding bonds amounting to one million dollars par 
value could neither sell nor lease its track, nor get money to 
operate. Obsolescence is illustrated by the present inadequacy 
of horse car lines . Horse car lines established eight years be- 
fore valuation were said to have seventeen years of service 
remaining, although the system is today obsolete and impractical. 
According to testimony, a certain sum annually set aside or ex- 
pended would furnish renewals indefinitely and keep up an 
old horse car system; but simply to provide for keeping up 
an old horse car road is not good business policy. 

Failure to allow for future displacements by more up-to-date 
equipment led to the issue of new securities for the purchase 
of electric equipment, and over-capitalization resulted. Values 
once amounting to many millions of dollars had ceased to exist. 
Yet the company held that these values should not be written 
off because allowance had been made for developmental ex- 

*See John G. Mayhew and Others v. we omy Lighting Co., P. 8. C ¥%. 


(First Dist. N. 2. Case No. 1273, Pp. 
+ Case No. 1305, p. 155. 
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penditures in certain rate cases, although no visible evidence 
thereof remained. But this was not a rate case. The question 
was, to what extent should securities be amortized; and the 
Commission rightly contended that securities held for property 
now non-existent should be amortized.* 

Valuations made by commissions indicate what inadequate 
steps are taken to forestall depreciation and obsolescence. In 
the Queens Borough Gas and Electric case the New York Com- 
mission (First District) found this situation: reproduction cost, 
$1,608,492; present value, $1,139,812; depreciation, $468,680. 
Depreciation due to wear and tear, or “physical” depreciation, 
only is indicated, no allowance being made for future abandon- 
ments and supercessions consequent upon discoveries, inventions, 
and improved processes, or “functional” depreciation. The wide 
margin betweenareproduction cost and present value resulted 
largely rome to establish adequate depreciation reserves.+ 

Land,* valuations, is an element that must usually be con- 
sideréd in a class by itself. It is not a wasting asset. Land 
normally appreciates, not through alterations in physical texture 
or arrangement, but because of its scarcity, its location, or the 
impossibility of duplication. Whether or not land and appre- 
ciating land values ought to be considered in valuations will 
depend on the purpose of the valuation. Where a public utility 
corporation possessed several tracts of land, it was held that 
only those actually and necessarily devoted to public use could 
be included for rate-making purposes. This despite the fact 
that rising land values may make it wise for the utility corpora- 
tion to purchase lands that may not be “used and useful” in its 
service to the public for some time to come. Such a situation may 
justify the purchase, but not the inclusion of the value thereof 
for rate-making, although it ought to be included in values for 
taxation. 

If we may believe the statement of the New York Commis- 
sion, appreciation is a simpler proposition, and more easily 
handled, than depreciation. It says: “If property is growing 
more valuable, the investor need not worry; and if the state 
recognizes his right to earn a fair return upon the increase, he 
is fully protected. It is not necessary that the increase be repre- 
sented by stocks and bonds, for if the earning power is there, he 


ad No. 1305, 159. 
TP. 8. C. R. (Firat Dist. N. Y.) Order and Opinion of June 23, 1911. 
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will receive a return thereon, regardless of the amount of securi- 
ties * * * ” But can the matter of securities be so lightly 
brushed aside? It is true that, as was stated by the Railroad 
Securities Commission,* the amount of the stocks and bonds is 
a matter of historical importance only, also par value is not a 
measure of actual value. But does this mean that the amount 
and par value of the securities are matters of no consequence? 
In Smyth v. Ames, the Supreme Court said that, to ascertain 
fair value of property, among other things to be considered are 
“the amount and market value of its bonds and stock.”t 

But assuming the securities to be of little importance in 
appreciation, would they be more important in case of deprecia- 
tion? Is there not more danger of radicalism in writing up 
assets on the score of appreciation than in writing them down 
on the score of depreciation? One points toward over-capitaliza- 
tion, the other toward the formation of secret reserves. Which 
will lead to greater complications? 

To what extent may such increment, resulting not so much 
from judicious management as from normal community growth, 
be allowed to determine rates and income? We have the au- 
thority of the Supreme Court of Minnesota, in Steenerson v. 
Great Northern Railway Company,t that a railroad is entitled 
to earn a fair return on the cost of reproduction of its property; 
also the authority of the Supreme Court of the United States, 
in Willcox v. Consolidated Gas Company, that, if property legally 
entering into the consideration of the rate question has in- 
creased in value since acquisition, the company is entitled to the 
benefit of the increase, adding, however, that this is the general 
rule, and that there may be exceptions “where the property may 
have increased so enormously in value as to render a rate per- 
mitting a reasonable return upon such increased value unjust 
to the public.” || 

Thus there appears to be a limit to the growth of values upon 
which a public service corporation is entitled to what would ordi- 
narily be called a fair return. There is a common tendency on 
the part of courts and commissions to place a limitation upon 
increasing values for rate-making purposes. The Interstate 
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Commerce Commission faced this question in its investigation of 
advances in rates by carriers in Western Trunk Line territory.t 
Railway officials declared that they possessed a “legal right” 
to a fair return, not on the original investment, but on the esti- 
mated present value, resulting largely from increase in land 
values, and amounting to many millions of dollars. Admitting 
the great services of the railroad to the state, the Commission 
asked whether larger income should not be derived from increased 
traffic rather than from heavier tolls on those already served. 
Public service corporations do business with the expectation of 
deriving an income from services rendered to the public, not 
from investments in land whose value happens to be increasing. 
“Whatever the true economic or legal view may be as to the 
right of a carrier to consider the increase in value of its land as 
a part of the value upon which it is entitled to a reasonable 
return,” says the Commission, “such increase in value does not 
of itself establish the right of a carrier to increase rates upon 
a given service.” This may be interpreted as leaving the question 
unsettled, since average rates may be made to furnish a fair 
return on increased values even though certain specific rates do 
not. 

It is the belief of the Minnesota Railroad and Warehouse 
Commission that if railroads are permitted to realize on con- 
tinually increasing land values, by employing them as a basis 
for computing returns, they will ultimately absorb a dispropor- 
tionate share of the country’s wealth.* 

The phrase “cost of reproduction” has on certain occasions 
been given an unusual interpretation. Railroad officials have 
argued that land owned by their companies ought not to be 
valued at present market value, because the railroads, were they 
actually to buy the lands, would pay more than market value. 
So this additional cost is added to market value to determine 
cost to replace. That railroads do pay exorbitant prices for land 
is well known. This is because of injury resulting to contiguous 
property, and because landowners sometimes look with disfavor 
upon the projected road and take the opportunity to fleece the 
company. 

If land is valued on this basis, a certain multiple of market 


t Opinion No. 1509. Decided Feb. 22, 1911. 
Supplement to An. Rep., Nov. 30, 1908, pp. iv-v. 
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value must be taken to arrive at reproduction cost. In Minnesota, 
investigation of a section of the Illinois Central indicated that 
of 35% of the right of way secured by condemnation the com- 
pany paid about 4% times average true value, while of the 
65% purchased by agreement the price was 1.7 times average 
true value. Terminal lands in St. Louis cost 134, in Minneapolis 
1 3/5, and in Duluth 1% times normal value. 

But when allowance has been made for actual excessive cost 
of land to railroads, it does not necessarily follow that they may 
write up these lands by the same multiple above present market 
values. Value as utility may be a more important consideration 
than reproduction cost in some cases, and we cannot, for rate pur- 
poses at least, accept extremely high valuations of property 
because it cannot be reproduced, or if it can, at only very high 
prices. To establish original cost the railroad multiple should 
be used; also to establish cost of reproduction and appreciation. 
But full cost of reproduction may not be allowed as a basis for 
rates. 

The so-called “sales method” of determining present value 
has its uses and limitations. It is based on the assumption that 
as the assessed valuation of surrounding properties is to real 
value so the assessed value of the property in question is to its 
real value. Thus if land in a city is assessed at 60% of selling 
price, and a railroad buys 40 acres of land within the city limits 
for $12,000, the same land being assessed at $6,000, then the 
normal selling value would approximate $6,000 + .60 = $10,000. 
So the railroad paid $2,000 above normal. The efficacy of this 
method is dependent on two things: (a) sufficient number and 
variety of transfers to afford an accurate statement of average 
values, and (b) equity of the assessed valuations. But inequality 
of assessment is notorious, and it seems that the method can be 
employed only within rather narrow limits and then may well 
be checked up with other available information. With this 
method, present normal value having been found, appreciation 
or depreciation is the difference between the cost and present 
normal value plus the amount that cost exceeded normal value 
at time of purchase. This takes into consideration the original 
cost above normal, but does not create an additional value by 
allowing a multiple on value due to appreciation as well as on 
original normal value. 
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The roadbed usually appreciates during the first few years, 
when inequalities and defects occur from sinking, sliding, etc., 
and it is necessary to repair it by charging to operation, although 
really a capital expenditure. Additions of earth and stone are 
required and the roadbed slowly grows firmer and safer as the 
old material grows more compact. In valuations allowance may 
be made for this by placing present value equal to cost-to-repro- 
duce, and entering value due to adaptation and solidification 
under a separate head representing appreciation after operation 
begins. The Minnesota Commission allowed over 10% of orig- 
inal cost for this item upon lines of the Northern Pacific 
aggregating over 1,500 miles; while upon the lines of the Min- 
neapolis Western Railway, with a mileage of 6.89, it allowed 
but slightly over 1%. The difference in the two cases was due 
to the better seasoning of the roadbed of the Northern Pacific. 
The Washington Commission says that appreciation continues 
about five years, when the value of the roadbed is approximately 
10% greater than when new.* 

Equipment, structures, material, etc., inevitably depreciate, 
and various methods have been employed to indicate the extent 
to which at a specified time depreciation has occurred. In 
Michigan and Wisconsin, where valuations were made by tax 
commissioners, estimates were made of the present value of each . 
unit. In Michigan alone more than 40,000 freight cars were 
thus inspected. A more economical and more accurate method 
was employed by the railroad commission of Washington. “Mor- 
tality tables of structures,” working upon the same principles 
as life mortality tables, were used. Experience shows that 
similar structures, units of equipment, etc., have a definite aver- 
age lifetime. Thus the average life of freight cars is about 
25 years, losing about 4% of their value each year, on an aver- 
age. By multiplying the age in years by 4%, the expired life 
is ascertained. This is then subtracted from 100, the remainder 
showing what percentage present value is of cost new. To 
employ this method, the date of construction and cost new 
must be known. 

A plant composed of various physical units is best when new, 
and ordinarily will not again be worth its original service value 
except in the rare case of complete replacement. During the 


* Findings of Fact by the Railroad Commission of Washington relative to the 
Valuation of Railroads, p. 164. 
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first years a gradual physical depreciation occurs when very few 
repairs, if any, are needed. When repairs do become neces- 
sary they do not bring the plant back to original value, but only 
keep it from becoming less valuable. When the point will be 
reached where, through repairs and replacements, further diminu- 
tion of value by depreciation is prevented, depends upon several 
conditions, but it appears to be, in many cases, the time before 
service values have decreased to 75% or 80% of original serv- 
ice value. 


Thus over-capitalization may be an unwished for feature of 
an enterprise, resulting from this situation, in spite of full re- 
pairs and high efficiency. There are two possible ways of 
preventing such over-capitalization. One is to amortize capital 
by returning to the stockholders an amount equal to the fall 
in values, thus diminishing capital. The other is to create a 
replacement fund to compensate for decline of values, and retain 
capital at the old figure. The replacement fund may be employed 
to purchase additional assets instead of making specific replace- 
ments, and still the transaction will be essentially a replace- 
ment. The depreciation reserve will accumulate rapidly during 
early years when repairs are few, and should furnish an amount 
sufficient to amortize capital or to secure the replacement of 
decreased asset value by needed improvements. If capital is 
amortized the permanent charge necessary to give a fair rate 
of income is lessened. If the fund is used for replacements the 
permanent charge will not be diminished. 

In addition to material assets certain values of an overhead 
character, arising from costs of engineering, promotion, con- 
tingencies, etc., may or may not require to be written down.* 
The rule is to write them down if they will be incurred again 
in case of replacement or supercession, and to retain them at 
original value if they will not be incurred again. But in the 
decisions thus far handed down there is lack of agreement and 
the matter remains largely tentative. 

Recent valuations have done much for our enlightenment on 

* Whitten, in his “Valuation of Public Service Corporations,” lists the follow- 

ing overhead charges as elements in reproduction cost: 
1. Engineering and superintendence. 

3. Contractor's profit. 

Interest during construction. 

6 


. Legal and general expense, company organization, taxes and insurance. 
. Promotion. 


115 


The Journal of Accountancy 


depreciation in its various phases. Consideration of its prin- 
ciples in valuation has indirectly shown the need of a more 
scientific procedure in ordinary accounting, such as the estab- 
lishment of adequate reserves for replacement; and it has shown 
the results of neglect and carelessness in this matter. Much 
still remains to be done to remove many matters of doubt from 
their present tentative situation. 


116 


4 

4 

‘ 
1 
it 


Assessments on Stock of Corporations Organized 
Under the Laws of California” 


From a very general examination of a summary of the cor- 
poration law of the various states, it would appear that California 
is one of the few states where directors of a corporation can 
levy assessments on fully paid stock, and it may, therefore, be 
of interest to look into the law and the accounting questions in 
connection therewith: 


Legal Provisions 

The following is a summary of the more important provisions 
regarding assessments : 

“Directors may levy assessments for the purpose of paying 
expenses, conducting business or paying debts. 

“No assessment must exceed 10% of the amount of the cap- 
ital stock. 

“The order levying an assessment must specify the amount 
thereof; fix a day subsequent to the full term of publication of 
the assessment notice on which the unpaid assessments shall 
be delinquent, not less than thirty nor more than sixty days 
from the making of the order ; and a day for the sale of delinquent 
stock, not less than fifteen nor more than sixty days from the 
date the stock was declared delinquent. 

“The notice of assessment must be served on the stockholder 
or sent to him through the mail and advertised in a newspaper 
once a week for four successive weeks. 

“The secretary shall also publish in a newspaper a notice 
declaring stock delinquent and specifying a day on which the stock 
shall be sold at public auction. 

“When sold at auction so many shares are sold of each parcel 
of stock as may be necessary to pay delinquent assessments, to- 
gether with advertising and expenses of sale. 

“If at the sale of stock no bidder offers the amount of assess- 
ments and the costs, the same may be bid in and purchased by the 
corporation at the amount of assessment and costs; and the 


* Contributed by a correspondent. 
117 


The Journal of Accountancy 


amount of the assessment cost and charges must be credited as 
paid in full on the books of the corporation and entry of the 
transfer of the stock to the corporation made on the books 
thereof. While the stock remains the property of the corpora- 
tion, it is not assessable nor must dividends be declared thereon. 
Stock so purchased is held subject to the control of the stockhold- 
ers who may make such disposition of the same as they deem fit. 

“No assessment must be levied while any portion of a pre- 
vious one remains unpaid.” 

Taking the minimum notice that must be given, it would 
appear that if all assessments are paid, assessments not exceeding 
10% could be levied each month, while if any assessments were 
delinquent the minimum period would be each 45 days. 


Advantages of being able to Levy Assessments 

It will be understood that where a corporation cannot readily 
borrow money either by loan or by an issue of bonds the ability 
to levy an assessment is of considerable advantage, especially in 
view of the fact that according to California law bonds cannot 
be issued in excess of the capital stock. It also enables a com- 
pany to start with a comparatively small capital and secure its 
cash requirements from time to time as is found necessary. This 
is frequently done by mining or oil companies where assessments 
are levied from time to time to pay for development work until 
the company gets on an earning basis. 


Possible Abuses 


The principal opportunity for abuse of the provision is the 
power which it gives to a board of directors to “freeze out” 
small stockholders. It has been alleged in several cases that 
directors have levied assessments from time to time until the 
small stockholders became weary of paying assessments and 
either let their stock become delinquent or sold it at a compara- 
tively small price. In the case of a corporation controlling the 
stock of another corporation this is particularly easy, as the hold- 
ing company, through its control of the directors of the subsidiary, 
can levy assessments which the minority stockholders must either 
pay or lose their stock through its becoming delinquent. The 
cash paid by the holding company on its assessment can, of course, 
easily be gotten back as a loan from the subsidiary. 
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Assessments Levied on Preferred Stock 

Prior to 1907 no specific provision existed in the California 
statutes for different classes of stock, and before that time prac- 
tically all California corporations had only one denomination of 
stock. 

In 1907 the following clauses were added: 


Corporations may by their articles of incorporation provide for the 
classification of their capital stock into preferred and common stock. 

The articles of incorporation shall also state, in clear and succinct 
manner the nature and extent of the preference granted, and except as 
to the matters and things so stated, no distinction shall exist between said 
classes of stock or the owners thereof; provided, however, that no pref- 
erence shall be granted nor shall any distinction be made between the 
classes of stock either as to voting power or as to the statutory or con- 
stitutional liability of the holders thereof to the creditors of the cor- 
poration. 


No distinction is made in the code regarding the levying of 
assessments on different classes of stock, and in two cases which 
have occurred in recent years corporations having both preferred 
and common stock have levied assessments equally on both 
classes of stock. In at least one of the cases the nature and ex- 
tent of the preference granted to the preferred stock was “to 
receive from the surplus profits arising from the business of the 
corporation cumulative dividends as declared to the extent of 6% 
per annum and no more and on liquidation or dissolution of the 
company to receive the par value of the stock.” In these cir- 
cumstances, it seems that assessments paid by these preferred 
stockholders can never be repaid to them, and notwithstanding 
this it seems that, unless the articles specify that the preferred 
stock is non-assessable, the directors, if so inclined, could con- 
tinue levying assessments on the preferred stockholders indefi- 
nitely, provided the company required funds to pay expenses, 
conduct its business or pay debts. 

It would appear that when the amendment was made provid- 
ing for the issue of preferred stock proper provision for safe- 
guarding the interests of preferred stockholders in respect of 
assessments was not made. It would almost seem that as a 
matter of equity the preferred stockholders would be taken care 
of in court proceedings; but in the absence of case law the sub- 
ject seems very debatable. 
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Treatment of Assessments on Books of Corporations 

When an assessment is levied an entry should be made on 
the books charging “Assessment No. — Collectible” and credit- 
ing “Assessment No. — Account.” If the assessment is paid 
in full the cash will be credited to the “Assessment Collectible” 
account and if any stock is delinquent and is bid in by the cor- 
poration, it would seem that under the law the amount at which 
the company bid in the stock, viz., the amount of the assessment 
and costs, should be credited to “Assessment Collectible” account 
for the amount of the assessment and to “Assessment Expenses” 
for the balance. Questions then arise—first, as to the treatment 
of the credit balance on assessment account; and second, as to 
the treatment of the stock bought in by the company. 


Treatment of Credit Balance on Assessment Account 

It is difficult to see why in all cases this could not, if desired, 
be credited to surplus account and if the assessment has been 
levied to make good operating losses it would naturally be cred- 
ited to that account. If, however, the assessment has been levied 
to provide for construction or development expenditure, it could 
be shown either as a separate item in the balance sheet imme- 
diately following capital stock, or it might be transferred to an 
account called “Reserve for Development” or “Reserve for Work- 
ing Capital’ and thus have the surplus account show only earn- 
ings from operations. 


Treatment of Stock Bought in by Company 

Inasmuch as the records show that the company purchased 
the stock at the amount of the assessment and costs, it would 
seem that the proper course would be to carry the stock at this 
value. If, however, it is desired to carry the stock at its par 
value, the difference between the par value and the cost should 
be credited to a capital surplus account or applied in reduction 
of goodwill or rights, franchises, etc., if such assets are carried 
on the books of the corporation. If carried at par it should pref- 
erably be shown as a deduction from the stock issued, and if 
shown as an asset it should not be included under the heading 
“Current Assets.” 

No objection could probably be taken to writing up the value 
of the stock to a reasonable figure at a later date, but it would 


120 


| 

j 

4 


Assessments on Stock of Corporations Under Laws of California 


not be proper to include such increase in the profits of the year 
nor even as an addition to surplus available for dividends. If, 
however, the stock is sold at a sum in excess of its book value 
there is no reason why the profit could not be credited to surplus 
account. 

There seem to be advantages in carrying the stock at cost: 

(a) It would show in the clearest manner the actual trans- 
actions which had occurred; 

(6) It would not be shown as a deduction from the stock is- 
sued, which must frequently be an advantage on account 
of the desirability of showing the issued capital stock 
as being not less than the bonded indebtedness ; 

(c) If the company subsequently sells such stock it could 
credit surplus with any amount received in excess of 
cost, whereas if the stock were carried at par and sold 
at a price below par (which might reasonably be expected 
if some stockholders did not care to pay not more than 
10% of the par value) the difference would have to be 
charged to surplus, or to some account such as “Discount 
on Stock,” or to capital surplus if that account was cred- 
ited with the difference between the cost and the par 
value. 
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EDITORIAL 
Opportunity or Menace---Which? 


The platform of one of our great political parties in the re- 
cent presidential election declared for the establishment of a 
commission to report both to the President and to either branch 
of Congress as to the costs of production, efficiency of labor, 
capitalization, industrial organization and the general competi- 
tive position in this country and abroad of industries seeking 
protection from Congress. This commission, if established, was 
to have plenary power to elicit information, and for this purpose 
prescribe a uniform system of accounting for the great protected 
industries. The same platform demanded a “strong national 
regulation of interstate corporations,” and declared that the 
corporation is an essential part of modern business, and that 
the “concentration” of modern business, in some degree, is both 
inevitable and necessary for national and international business 
efficiency. “But the existing concentration of vast wealth under 
a corporate system, unguarded and uncontrolled by the nation, 
has placed in the hands of a few men, enormous, secret, irrespon- 
sible power over the daily life of the citizen—a power insuffer- 
able in a free government, and certain of abuse.” 
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To the tired minds of many who have followed the writings 
of “social justice muckrakers” in the past five or ten years, 
these platform declarations possibly mean nothing more than 
another blast of the political demagogic trumpet. Not many 
months ago a veteran member of the lower house of Congress 
pulled out of his wallet a clipping from a newspaper in which 
the editor identified the ruin of the country with the success of 
a personage unnamed, but limned in the darkest colors. The 
statesman passed the bit of paper to the young lady next him 
at table. 

“Can you guess who the subject of this diatribe may be?” 
he asked. 


“Why, * * * of course,” replied the lady, naming one 
of the recent presidential candidates. ‘Who else could it be?” 

“But observe,” said the statesman, “the date of that clipping. 
* * * was only a small boy five years old then. The person 
actually meant is Abraham Lincoln.” 


The result of the recent election was not favorable to the 
party from whose platform we have quoted, but it is neverthe- 
less conceded by the majority of thinking men that the great 
concentration of wealth incident to the industrial and commercial 
development of our country in the past twenty years has raised 
the serious question of the possible evils attendant thereto. The 
accounting profession, which has reached its manhood in America 
during this same eventful period, has a vast stake in the question 
and in all the political and other remedies or palliatives that may 
be offered to cure or curb these possible evils. No profession 
or class of men comes more intimately in touch with the ma- 
chinery and the personnel of modern industry and the various 
institutions of human activity comprising modern commerce. It 
is, therefore, of paramount importance, not only to the American 
accountant himself but also to his countrymen, that his attitude 
towards this question be as correct as is possible in the light 
of the broadest judgment, based on the wide experience which 
it is the privilege of his profession to enjoy. It is true that the 
attitude of the public accountant in respect to corporations and 
other examples of the “concentration” referred to is, or should 
be, always an independent one. It has been said that “all he can 
do is to tell what the facts are.” But a fact can often be truth- 
fully stated in various ways, and, owing to the deficiencies of 
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language, different meanings may be taken from the same fact 
variously stated, so that it becomes important that the under- 
lying sentiment of our “statements” should have a correct foun- 
dation, in touch with the times, while rigidly maintaining the 
best traditions of the profession. By our underlying attitude 
we must determine whether the present and prospective situation 
presents an opportunity or a menace. 

There is but little question that the next few years will see 
a spread of the popular idea of governmental regulation of 
industry and commerce, and the enactment of laws of regulation 
probably providing for a federal commission which will maintain 
permanent active supervision over industrial corporations en- 
gaged in interstate commerce, or such of them as are of public 
importance, and doing for them what is now done for the 
railroads by the Interstate Commerce Commission. It is useless 
to kick against the pricks, but it is still more important that our 
frame of mind should be such that we do not regard this evo- 
lution of governmental functions in an unnecessarily antago- 
nistic light. 

The most interesting evidence brought out before the Pujo 
Committee has been given since its inquiries have converged on 
the broad and fundamental problem of the meaning and possible 
outcome of the movement of concentration in finance. Two facts 
which may come as a surprise to many of us have been elicited. 
First, that even those great financiers whom the public is prone to 
identify with the “Money Trust” are not at all satisfied that the 
existing order of things is such as to warrant their own entire 
approval; second, their grounds for disapprobation of the 
trend of banking and corporation affairs differ except that there 
is a rather general agreement that the concentration movement, 
if not averted in some way (as yet undetermined), has grave 
possibilities of peril. Above all, however, there is the outstand- 
ing criticism which comes from these men themselves of the sys- 
tems or institutions with which they have been or are even now 
identified. The testimony of Mr. Schiff was particularly of 
interest in view of his affiliations with the fortunes of the Union 
Pacific Railroad during Mr. Harriman’s regime—a period which 
comprised the Northern Securities holding company episode; the 
acquiring by the Union Pacific Railroad itself of the Southern 
Pacific and other railroad stocks on a tremendous scale; and 
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the generally accepted fact of the partitioning of New York’s 
banking institutions into two great groups of influence. 


The questioning of Mr. Schiff ran partially as follows: 


Q. You see no objection, do you, to one bank owning another through 
stock ownership? 

A. Yes, I do see objection to it. 

Q. Does that objection apply even if the ownership is through the 
medium of a third company, a security company, that is owned by 
the bank? 

A. As a rule, I am opposed to all holding companies because of con- 
centrations, which under our laws and tendencies should not exist. 

Q. Do you believe in concentration? 

A. I do not believe in concentration through companies nor through 
holding companies. I believe in concentration through individuals. 


Again, Mr. George M. Reynolds of the Continental National 
Bank of Chicago, who has been largely quoted on this question, 
and who is stated to have said that “the money power now lies 
in the hands of a dozen men and I plead guilty to being one of 
the dozen,” testified before the Pujo Committee as follows: 


“I am inclined to think that excess of power in a limited number of 
men always is a menace.” 


And further: 


“The concentration as far as it has gone does constitute a menace, 
but I would like to add that I do not intend to criticise any individuals.” 


These witnesses and their frank testimony regarding the 
so-called “Money Trust” with which they are popularly credited 
as being associated, followed Mr. George F. Baker. No man, 
with the possible exception of Mr. Morgan himself, has been 
more closely associated than has Mr. Baker with the growth of 
the remarkable banking and credit institution affiliations in New 
York. This is what Mr. Baker says: 


Q. I suppose you would see no harm in having the control of credit, 
as represented by the control of banks and trust companies, still further 
concentrated? Do you think this would be dangerous? 

A. I think it has gone about far enough. 

Q. Do you think it would be dangerous to go further? 

A. It might not be dangerous, but still it has gone about far enough. 
In good hands, I do not say that it would do any harm. If it got into 
bad hands it would be very bad. 
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This testimony is interesting in comparison with that of Mr. 
Morgan, who, though to an extent defending concentration, ad- 
mitted that reasonable competition was best in banking affairs ; 
that “one man control” of any great institution was unwise; 
and further declared in a somewhat flippant manner that bank 
consolidation, in New York has probably now gone far enough. 
The conclusion which must be drawn from this very authorita- 
tive evidence is that not only is the present situation unsatisfac- 
tory, but that under ordinarily probable circumstances it might 
become dangerous. However, as to the remedy or palliative to 
cure or avoid this situation all of the witnesses seemed to be 
as much in the dark as anyone. And that is the whole problem. 
Discussion has only really commenced. Within the next few 
weeks the report of the House Banking and Currency Committee 
on the entire Pujo investigation will be presented to the retiring 
Congress. It is to be hoped that this report will contain an 
intelligent and statesman-like resumé of the inquiry as a basis 
for properly opening the general debate. Time is necessary for 
proper consideration of the problems presented, and no doubt 
none will listen more eagerly and willingly than the public 
accountant to definite propositions in place of what have so 
far been vague suggestions. 

In the meantime the public accountant should keep an open 
mind, he should be in sympathy with all efforts towards popular 
progress, and, if these efforts appear to be along mistaken lines, 
his training and experience should prompt him to jump into 
the breach with the spirit of help, advice and sympathetic assist- 
ance rather than to stand aloof and criticise or grumble. By 
assuming the former attitude the accountant can make the pres- 
ent situation a real opportunity for his profession; while the 
latter will surely bring forward the menace of assistance to 
popular causes from minds possibly less experienced in the 
desired direction, but at any rate from their attitude more in- 
telligent in promoting their own ard the general interests 
eventually. 

A prominent member of the accounting profession some 
years ago, in comparing corporate management with government 
control, said: “The men entrusted with the management of the 
corporations are better fitted to administer the affairs of such 
corporations and to exercise judgment in matters concerning 


126 


{ 
| 
} 
5 i 
_&§ 
> 


Editorial 


both the investor and the public which takes their product or 
utilizes their franchises, than are those men who hold public 
office qualified to fill even their own positions, much less to 
undertake administrative control over corporations.” Let us ad- 
mit sympathy with this statement at the time it was made, and 
even since. Nevertheless, in spite of the instance of the very 
unsatisfactory correspondence which passed between numerous 
prominent firms of accountants and the Attorney General in 
July, 1909, relative to the Corporation Tax Law, we cannot 
afford to drift and hope. At the present moment there is in 
session at Washington the first annual convention of the United 
States Chamber of Commerce, the avowed purpose of which 
body is to act in an advisory capacity to the United States Con- 
gress. This is the first time in the history of the United States 
that an effort has been made to co-ordinate the manifold economic 
and commercial interests of the country, and to submit the de- 
liberations of such a body to the National legislature for its use 
in considering questions relating to Trade and Commerce. So 
far as we are informed, this gathering at Washington includes 
no representation of the accounting profession. In the present 
British Parliament there are four Chartered Accountants whose 
ability and general effectiveness as legislators compare with the 
best of that body. The plan for a United States Chamber of 
Commerce to perform the functions outlined was first advanced 
by Pelatiah Webster, a signer of the Declaration of Independ- 
ence, one hundred and thirty-six years ago. Webster then said 
in effect: 


“Such a congress of business men, acting in an advisory capacity 
to Congress and attending its sessions, would be of the greatest benefit 
to the nation at large.” 


He further prayed that such a body be organized and recog- 
nized by the national legislature at that time. 

Is it not well that we should consider that the time has passed 
for mere criticism of public officialdom and for comparisons of 
corporate management with government control? The condi- 
tions are upon us; the theories are spent. Are we as a profession 
friendly or unfriendly to the apparent trend of events? Is our 
voice to be heard in the councils, and in what strain? Is the 
situation to become for us an opportunity or a menace? 


127 


i 


4 


Department of Practical Accounting 


Conpucrep By JOHN R. WitpMAn, M.C.S., C.P.A. 
ProsLEM No. 14 (DEMONSTRATION) 


The Hampton Circle Swing Company was organized in New 
York on April 1, 1912, with an authorized capital stock of 
$500,000, divided into 5,000 shares of the par value of $100 each. 
The certificate of incorporation was filed April 5th. 

At a meeting of the directors held on April 6th, there was 
acquired from W. J. Hampton at a valuation of $500,000, all his 
right, title and interest in various patents held by him on the 
Hampton Circle Swings. 

In order to raise funds with which to exploit the invention 
Mr. Hampton donated to the company 2,499 shares of stock. 
Of this 2,250 shares were sold from time to time at an average 
price of go, and 225 shares were used in giving a bonus of 10% 
in stock. 

The parts necessary to erect and equip three swings were 
purchased from the Danielson Iron Company. The cost was 
$73,247.92, of which $50,000 was paid in cash. The labor inci- 
dent to erection was paid for in cash and amounted to $45,386.58. 
One swing was installed at Coney Island at a cost of $39,544.83; 
one at Atlantic City at a cost of $41,275.17; and one at Fort 
George at a cost of $37,814.50. The privileges cost, collectively, 
$12,000. The net income from the operation of the swings for 
the season was: Coney Island, $12,273.85 (sold before Labor 
Day for $50,000) ; Atlantic City, $2,863.15 (installation not com- 
pleted until after July 4th) ; Fort George, $6,743.35. The salaries 
and expenses of the company from April 1 to September 30, 
1912, were $18,787.59. The balance on account was paid to the 
Danielson Iron Company and $2,000 was paid for a privilege at 
Ocean City for the season of 1913. 

Prepare: 

(a) Journal entries opening the books of The Hampton Circle 

Swing Company and covering subsequent transactions. 


(6) Balance sheet, September 30, 1912. 
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It is probable that circle swings are sufficiently familiar to 
the average reader to require no description. They have sprung 
into existence and attained popularity within the past fifteen 
years. They are now an important feature of most modern 
amusement parks. 

This problem is taken from a company which was organized 
by the man who it is tnderstood was the inventor of the circle 
swing and is largely based on facts. It illustrates the ingenuity 
of an inventor who was an organizer and man of business 
ability as well as a mechanical genius. 

With a sufficiency of patents and no funds, this man, who 
for our purposes may be called “Hampton,” set about to organize 
a corporation and acquire the entire capital stock thereof in ex- 
change for his patents. The details of organization, such as the 
paying in of the small amount of cash required and the matter 
of organization expense may be passed over since such points 
have been fully discussed in previous problems and the purpose 
of the present problem is to bring out other points. 

With the donation by Hampton of 2,499 shares of stock we 
are brought face to face with the first debatable point. Pre- 
sumably no one will dispute the fact that the stock, from the 
standpoint of the company, becomes treasury stock, since it 
complies with the usual interpretation of the term which holds 
that treasury stock is such stock as has been once issued for 
value and subsequently acquired. Parenthetically it may be 
noted that Hampton while having provided stock which may be 
sold at whatever price it will bring, or if desirable, given away, 
has not parted with the controlling interest in the corporation. 
It is also apparent that his object in donating the stock was to 
provide what may be rather loosely termed “working capital.” 

On the question of what account title or interpretation shall 
be given to the credit which arises when treasury stock is debited, 
authors, authorities and novices differ. It has been variously 
referred to as “stock donation account,” “treasury stock do- 
nated,” “treasury stock suspense,” “working capital,” “capital 
surplus suspense,” “surplus from donated stock,” etc. A consid- 
eration of what it is rather than what it is called will doubtless 
be of some interest. 
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The capital stock in the amount of $500,000 was originally 
issued for patents. Were the patents worth $500,000? Future 
operations of plants and income derived therefrom only will 
answer such a question. If in the judgment of the directors, 
this being a New York corporation, such was the value, their 
judgment in the absence of fraud would be conclusive. If it 
is conceded that $500,000 was the value of the patents, any 
subsequent donation of stock would affect the surplus to the 
extent of the value of the stock. The question of this value then 
becomes the second question to be settled. 

Any attempt to fix or estimate the value of the donated 
treasury stock would encounter ridicule. Obviously it is worth 
what it will bring upon sale. It is therefore apparent that some 
temporary disposition must be made of the credit if an account is 
to be set up for the treasury stock. Of the titles mentioned all 
are available except “surplus from donated stock.” It should in 
the opinion of the author be pointed out that this is not yet 
surplus. It is merely a bookkeeping account set up as an expe- 
dient for holding the amount in suspense until the exact amount 
of the surplus arising from the donation is determined. For 
this purpose, “stock donation account” perhaps serves as well as 
any other. 

In the problem under discussion, when the donated stock is 
received, treasury stock may be debited in the amount of 
$249,900 and “stock donation account” credited. When the 
2,250 shares are sold at 90, and 225 shares given away as a 
bonus, treasury stock should be credited in the amount of 
$247,500, and cash, $202,500, discount on stock, $22,500, and 
stock bonus, $22,500, respectively, debited. The accounts for 
discount and stock bonus might then, if it were desired to close 
the books, or set up a comprehensive balance sheet, be closed out 
to the stock donation account, the balance of which ($202,500), 
after bringing down an amount corresponding to the inven- 
tory of treasury stock ($2,400), could be closed out to cap- 
ital surplus or to profit and loss surplus. The former would 
not be available for dividends while the latter would be. So far 
as the author has been able to ascertain after energetic research, 
there is no legal restriction upon treating such an item as profit 
and loss surplus. So to treat it, however, and pay it out as 
cash dividends would defeat the purpose of the donation. To its 
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distribution as stock dividends there could apparently be no 
objection. 

Up to this point the question at issue has been presented from 
one point of view—that point of view being taken by those who 
would contend that the patents could be consistently valued at 
$500,000. With a view to full discussion, it should be pointed 
out that those who oppose this view hold that the donation of 
the stock is in itself evidence that the assets acquired should 
not be valued at the par value of the capital stock issued for 
them. The treatment of the accounts in this case would be the 
same as previously presented except that the amount previously 
credited ultimately to capital surplus or profit and loss surplus 
would be credited to patents, thereby reducing the book value of 
the asset. This treatment it seems cannot be consistently applied 
if the directors hold to the contrary through their right to fix 
the value, but such procedure would undoubtedly be conserva- 
tive. 

Still another theory concerning the matter holds that the 
donation of stock is equivalent to discounting the capital stock 
and such theorists would debit discount on stock and credit pat- 
ents in the amount of the donation. One of the earlier legal 
decisions in the matter holds such a transaction to be evidence 
of discount, or issue below par; but the courts have latterly held 
the contrary. If such an entry as was above noted should 
be made it is evident that treasury stock would not appear on 
the books, but that sales of the stock would be debited to cash 
and credited to discount on stock. It is presumed that the bal- 
ance of the discount account would be written off against profits 
over a period of years. 

The journal entries required by the problem are as follows: 


To capital stock outstanding .............. $500,000.00 
Treasury stock ....... Preeti 249,900.00 
To stock donation account ..............+- 249,900.00 
Stock denation account 247,500.00 
202,500.00 
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45,386. 
To income from swings ................. 21,880.35 
$21,880.35 
30,544.83 
Salaries and expenses 18,787.59 
To profit and loss surplus ............. 1,547.93 


THE HAMPTON CIRCLE SWING CO. 


BALANCE SHEET—SEPTEMBER 30, 


Assets Liabilities and Capital 

Equipment (cost) ...... $ 79,089.67 | Capital stock outstand- 
Treasury stock ......... 2,400.00 | Stock donation account.. 2,400.00 
122,958. Capital surplus ......... 202,500.00 
Privileges (1913) ...... 2,000.00 | Profit and loss surplus.. 1,547.93 

Total assets ...... $706,447.03 Total liabilities and 
$706,447.93 
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No. 14-A (PRACTICE) 


The Roller-Coaster Company was incorporated January 1, 
1912, under the laws of the state of New York, with an author- 
ized capital stock of $750,000, divided into 5,000 shares of pre- 
ferred and 2,500 shares of common stock of the par value of 
$100 each. 

The stock was all issued to Frederick Johnson for patents. 
Johnson donated the common stock for working capital. Ninety 
per cent of it was sold at an average price of 85. 

Three outfits were erected as follows: Coney Island, cost 
$60,827.92; Midland Beach, cost $61,382.43; Glen Island, cost 
$59,783.47. The cost is composed of material obtained from 
sundry creditors in the amount of $120,421.78 (of which $97,- 
421.78 was paid in cash), and labor of installation, $61,572.04. 

Privileges cost $8,750. The net income from operation for 
the season was: Coney Island, $8,762.50; Midland Beach, 
$5,327.90; Glen Island, $2,275.85. A privilege at Old Orchard 
for the season of 1913 was purchased for $500. The salaries 
and expenses of the company from January Ist to September 30th 
were $22,836.79. 

Prepare: 

(a) Journal entries opening the books and covering subse- 

quent transactions. 

(b) Balance sheet, September 30, 1912. 
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I appear before your committee for the purpose of offering for its 
consideration the advisability, in levying any corporation tax, of allowing 
corporations to make their annual returns based on their fiscal year, 
irrespective of whether that fiscal year may happen to be December 31, or 
not. The main consideration in behalf of this policy is the fact that 
the Government will not suffer any diminution of revenue because of it, 
while, on the other hand, it will be of great advantage to the business 
community. 

A large number of corporations can close their year quite readily 
on December 31, but a very great number cannot do so without much 
inconvenience and expense. The main reason for this is that the taking 
of inventory is a matter of the utmost importance in ascertaining the 
profits. All conservative companies try to take their annual inventories 
at the time when their stock in process of manufacture, or their raw 
material stock, is at the lowest amount, the reason for this being that 
a more accurate inventory can then be taken and the possibility of errors 
be avoided. In addition, many corporations that have to take inventories 
in the open air cannot make their employees do this work in the severe 
weather and have to wait until a milder season of the year; other cor- 
porations are in their very busiest period at Christmas and cannot 
give the time to take the inventory without suffering severe financial 
loss. A factory usually has to shut down in order to take inventory. 
It, therefore, aims to do this at the slackest time of the year. It is sug- 
gested that the Government would be less liable to loss through errors 
by the corporations if each corporation were allowed to close its year 
and take its inventory at the time of year when its stock is lowest, and 
when for other reasons it has most time available for closing its business. 

The above points can be illustrated by a few typical industries. 

In the glass industry of this country, which is of enormous extent, 
it is necessary because of summer heat to close down the factories during 
the two hottest months of the year. Almost every one of these com- 
panies takes advantage of this opportunity to make up its inventory and 
close its business. Such corporations suffer loss and inconvenience by 
taking an inventory on December 31. I believe many of them make 
their returns to the Government on an estimated inventory at December 
31. It would, of course, be much better to have their year close on the 
date of the actual inventory. 

In the case of many blast furnaces there are enormous stocks of 
iron ore on hand in winter time. This is especially the case with blast 
furnaces situated on the Great Lakes, as they get their heavy supplies 

* Evidence offered by Arthur Young, C.P.A., Chairman of the Committee on 
Federal Legislation, and President of the Illinois Society of Certified Public 
Accountants, at a hearing before the Ways and Means Committee of the House 


of Representatives, January 31, 1913, on the administrative features relative 
to the revision of the present Tariff Act. 
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just before the close of navigation. The conservative corporations in 
this line of business prefer to take their inventories in spring, or summer- 
time, when the stock of iron ore is practically used up and when the 
estimates of amounts of iron ore on hand can be readily and accurately 
made. When many thousands of tons of iron ore are stacked up in 
the yards it is almost impossible by measurement, owing to the difference 
in weight, to ascertain the exact value of the iron ore, no matter how 
much this may be helped by chemical sampling. It, therefore, makes for 
accuracy if such concerns can take their inventories when their iron ore 
is at the lowest. 

Almost every department store in the country has its busiest time 
at the end of the year. These stores have just finished their Christmas 
trade and are preparing for their January sales, which open on the 
second of January. The practical result is that most of them take their 
inventory about February 1, just after the January sales are finished 
and before the spring trade begins. It is in many cases absolutely im- 
possible for them to take an inventory on the first of January, therefore, 
I presume, in making their returns to the Government most of them must 
use estimated inventories. In this case it would also make for accuracy, 
and certainly for the convenience of business, if such corporations were 
allowed to choose their annual closing period themselves. 

Similar consideration apply to the elevator and grain companies, espe- 
cially in the northwest. They are in the middle of their busy season on 
December 31. Almost all of them find it advisable to wait until later 
in the year before taking stock and closing their business. 

In the automobile business, early winter is the busiest time for manu- 
facturers. On December 31 their works are filled with half manufac- 
tured goods and half completed machines. If they are to ascertain their 
profits correctly, it is almost necessary for them to wait, as most of them 
do, either until summer or autumn when they have few automobiles 
in process and can make up their inventory largely from raw material, 
the prices of which can be readily ascertained, and from fully manu- 
factured machines. Many of them have in the busy season millions of 
dollars worth of half manufactured goods. If this has to be estimated 
for inventory purposes at that time wide errors are apt to arise. 

Similar remarks apply to most of the agricultural implement makers 
of the country. Winter and early spring are their busiest times for manu- 
facture, and it is often a hardship if they have to shut down their works 
and take an inventory on December 321. 

In the lumber industry, it is in many cases impossible to take an 
inventory in the depth of winter. The weather in many instances makes 
this physically impossible. The result is that, according to the different 
climate in various parts of the country, lumber companies take their 
inventories at varying seasons, some of them in summer and others 
later in the year. The arbitrary closing on December 31 of works in this 
industry also means hardship in many parts of the country. 

As regards railroads, there is a curious anomaly. The present cor- 
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poration tax compels railroads to close their year December 31, whereas 
the older authority of the Interstate Commerce Commission has insisted 
upon June 30 being the time of closing for railroads. Much opposition 
arose to the ruling of the Interstate Commerce Commission on this 
point, but in the past few years the commission has insisted upon rail- 
roads closing uniformly on June 30, which practice is now universal 
among railroads. 

Express companies are in the same class as railroads. It would, 
therefore, appear that these two industries have to conform to the re- 
quirements of two different governmental bodies. So far as I have 
learned, no final decision has as yet been given as to which of them is 
to be obeyed. It would appear advisable to have uniformity in this 
respect. 

The above instances are given merely as illustrations of a few of the 
classes of activities that are hampered by an arbitrary closing on De- 
cember 31. In favor of allowing corporations, under proper regulation, 
to close their years at the period that suits them individually, it should 
be urged that thereby corporations will be saved much annoyance and 
large sums of money, and that more accurate profits will be arrived at 
when the true inventories can be taken than when annual accounts are 
made upon estimated inventories of December 31. 

The corporation tax is collected by the Government at a less expense 
than any other of form of taxation. It would seem that, in levying this 
tax, the Government should not make it a hardship on the people that 
pay it, but should take every reasonable means to have it paid with the 
least possible inconvenience and expense to those who furnish this 
revenue for the Government. 


COPORATION TAX RETURNS * 


The American Association of Public Accountants is the national 
organization of accountants in all parts of the country, and represents a 
large majority of the practicing profession. Our sole object in requesting 
a hearing before this committee is that we may be able to render such 
assistance as from our wide and practical experience we feel that we 
are qualified to render. Our experience covers governmental as well 
as commercial activity. While it is true that many of our clients are 
corporations, yet it is proper to state that during recent years we have 
been retained by federal, state and municipal bodies, as well as by civic 
and other quasi-public organizations. Our attention, therefore, is drawn 
to the subject of taxation by those who levy as well as by those who pay. 

For this reason our attitude is strictly impartial. As a body we 
are not concerned with the principle of this tax nor of any other, but 
inasmuch as the making of returns for the purposes of taxation falls 
largely upon the shoulders of public accountants, and because we stand 

* Evidence presented on the administrative features of the Payne-Aldrich tariff 
act by Robert H. Montgomery, President of the American Association of Public 


Accountants, at a hearing before the Ways and Means Committee of the House of 
Representatives, January 31, 1918. 


136 


| 
ve 


Corporation Tax Returns 


in a fiduciary relation to a large number of the taxpayers, we believe that 
our opinion is of value. I maintain that wherever possible every con- 
cession should be made to the taxpayer so long as such concessions do 
not interfere with the purpose of the taxing law; and for this reason I 
urge that in all legislation affecting finance and accounts the professional 
accountants of the country may have a chance to express their opinions 
and to advise legislators as to the practical side of the legislation which 
they have before them. Furthermore, it will be apparent to any one 
that the law which is most easily understood and most easily applied 
will bring the most satisfactory results to the government. 

In the case of the excise tax on corporations the members of your 
committee are fully aware that the provisions of the law were found 
unworkable and the Treasury Department’s rulings have been at wide 
variance with the letter of the law. This divergence has been rendered 
necessary, as Otherwise the law could not have been applied. 

It might be well to consider the desirability of authorizing the Treas- 
ury Department to formulate regulations hereafter, as it has actually 
in the past, except that in such case the law itself need not go into details 
as to how net income is to be determined. As a matter of fact it is 
almost impossible to so define net income or net profits that all classes 
of enterprises will be subject thereto. For instance mining companies 
and trading companies have different problems to meet and if the Treasury 
Department were empowered to issue instructions modified to meet vary- 
ing conditions there would not be so much dissatisfaction with the ad- 
ministration of the law as now exists. 


For the purpose of record and in order that the matter will not escape 
attention when, and if, the present tariff act is amended, I desire to 
discuss certain other objectionable features of the existing law. [| call 
attention first to the provisions of the law which provide that the tax 
shall be charged upon the entire net income of corporations, and that 
net income is to be ascertained by deducting from the gross amount of 
the income from all sources—expenses actually paid, losses actually sus- 
tained, interest actually paid, in each case within a year. 


The words “actually paid” convey but one meaning to those who are 
versed in financial and commercial affairs and that is the actual dis- 
bursement of money, either currency or bankable funds. Naturally those 
who wish to comply with the law have a just grievance if they are in- 
formed that these words have one meaning when they appear in a federal 
statute and another meaning at all other times. We maintain that the 
phraseology should have been: 

“Expenses actually incurred” because the payments are not nec- 
essarily, nor in fact usually, all made in the period in which the 
expenses are incurred; 

“Losses actually ascertained” because losses may accrue and the 
amount not be ascertained until a subsequent period; 

“Interest actually accrued” because interest is not paid until the 
end of the period during which it accrues, and the interest accrued 
is the proper charge against income. 
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The act is confusing also in that it refers at one time to net income 
received, in another to gross income without the addition of the word 
received, and in another paragraph to gross income received. This com- 
plication of terms naturally leads to endless confusion. Our suggestion 
is that there are two methods which may be adopted for taxation pur- 
poses; either 

To tax the difference between actual cash receipts on revenue account 
and actual cash payments on revenue account, which difference will 
seldom, if ever, represent the profits of a manufacturing concern, or 


To tax profits made up in the ordinary commercial way, namely, to 
ascertain the gross income earned whether received or not, and to 
deduct therefrom: 

Expenses actually incurred during the year whether paid or not; 

Losses actually ascertained and written off during the year 
whenever incurred; 

Interest accrued during the year whether paid or not; 

A reasonable allowance for depreciation of property, and 

Taxes. 

We have found that the corporations as a whole look upon the tax 
as an equitable one except as to the unnecessary annoyance and expense 
hereinbefore indicated, and with the further exception that it works a 
hardship in a few cases where profits are difficult to determine. For 
instance, a corporation which makes a large apparent profit one year may 
find during the succeeding year that the previous year’s profits were 
largely overestimated and that the adjustment thereof results in a loss 
sufficiently large to show a net loss for the year. The government has 
received its one per cent upon the profit, subsequently discovered to be 
erroneous, but grants no relief, although an honest mistake has been 
made in the payment. 

This condition is not extraordinary; the values placed upon the assets 
appearing in a balance sheet are necessarily estimates, and are based upon 
conditions which change rapidly and for many different reasons. Cor- 
porations engaged in businesses affected by the tariff may value their 
inventories at a market price on 31st December, which proves to be 
largely in excess of the actual price which can be realized in April. If 
a tax has been paid in good faith, based upon the best available informa- 
tion, to 31st December, there should be some adjustment possible when 
the inventory is reduced to cash. 

The solution of this inequitable feature of the present law which is 
found in the British Income Tax practice, and which works no hardship 
upon the government, is to base the tax upon the average result of the 
last three years’ operations immediately preceding the taxing date. In 
the case of nearly all corporations the income to the government would 
be the same as it is now, but as to a few corporations the tax would be 
somewhat less. It is urged, however, that the trifling loss to the gov- 
ernment would be more than compensated by the universal approval 
which would be extended to that taxing power, which, through a provision 
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such as has been suggested, indicates to those paying the tax that it 
desires to deal fairly with them. 

In view of the fact that an income tax has been levied in England for 
more than fifty years, it is obvious that valuable experience has been 
gained, of which we should take full advantage. We have among our 
members, accountants who have had wide experience with the practical 
workings of the British laws, and their advice and suggestions are at your 
disposal. 

In conclusion, I suggest that, wherever the machinery of federal ad- 
ministration can co-ordinate with honest and efficient business methods, 
simple justice requires that the laws specifying the machinery be skil- 
fully drawn. 

I would state, as I did when speaking before this committee on roth 
January, 1912, that the American Association of Public Accountants from 
its close connection with all classes of business is in a position to offer 
indispensable services and that we shall always be ready and glad to 
render every assistance in our power to further the preparation of 
efficient legislation. 

We do not desire to appear as destructive critics, but as honest collabo- 
rators with those to whom the making of the laws is entrusted. 


Book Department 


AMERICAN MINE ACCOUNTING. By W. H. Ca#artton, P.A. 

McGraw-Hill Book Company, 1913. 367 + viii pages. $5.00. 

In American Mine Accountaing the author has not presented his own 
ideas as to what should constitute the various accounting systems con- 
sidered, but has set forth in detail, six systems in actual operation in 
different types of mining. These include a complete accounting system 
for the mining of iron ore, the mining and milling of native copper, the 
mining of copper ore, the smelting of copper ore, the mining of coal and 
the making of coke, and the mining and milling of gold ore. The systems 
presented are those in use in well-known mines, and the forms cover 
all those used in the respective systems. In the sixth and last chapter of 
the book, the author gives various methods for recording the engineering 
and geological data essential to the accounting department of a mining 
company. 

This book is one of the first in its field and it will undoubtedly be of 
much value to those interested in the accounting systems of mining 
concerns. 


COST ACCOUNTS. By L. Wuirren Hawkins, C.A. Gee & Company, 

London, 1912. Third Edition, 120 pages. ‘5s. 

As stated by the author in the preface of this edition, he has at- 
tempted to explain in general terms the principles involved in the ascer- 
tainment of manufacturing costs and to make clear the operation of 
these principles by means of examples. 

Throughout the entire book the discussion is confined to the prin- 
ciples which underly all cost keeping, and no attempt is made to treat 
these principles in their direct application to any specific business or 
undertaking. The author has laid particular stress on the desirability 
of making the cost books intermesh with the general books of accounts 
and has shown very clearly the methods that should be used to bring 
about this co-ordination. 

In the chart facing page 50, Mr. Hawkins has shown most clearly 
the linking of the cost and general books and has traced the recording 
of the data through both systems. The forms given in the back of the 
book make the technical points in the text clear even to the layman. 

This book should prove of special value to those who desire an 
understanding of the principles and functions of a modern cost system 
but have neither the time nor the inclination to study one of the larger 
and more technical texts. The book is written from the English stand- 
point, but will nevertheless be appreciated by American readers as a 
clear exposition of the elementary principles of cost-finding. 
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GENERAL INFORMATION ON THE GEORGIA C. P. A. EXAM- 
INATIONS AND ‘TYPICAL QUESTIONS. Epitep sy Jog. 
Hunter, C. P. A., Atlanta. $1.00. 

Mr. Joel Hunter, who is a member of the State Board of Accountancy 
of Georgia and a prominent member of the profession in the South, 
has compiled an excellent little treatise on the examinations of the 
Georgia board of accountancy. At the outset he gives a considerable 
amount of general information in regard to the law itself and quotes 
the text of the act. A chapter is devoted to the rules of the iccountancy 
board for the examination of candidates. Copies of the application blanks 
and evidence of qualification and certificate of moral character are given. 
The author then discusses the scope of the examination in the several sub- 
jects and recommends certain books for the guidance of students. He 
also reproduces questions selected from the various examinations as an 
indication to students of the general requirements. 

The book will be found of great value to students and will be of 
interest to accountants generally as showing the condition of accountancy 
in Georgia. 
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Washington State Board of Accountancy 


At the December examinations held by the Washington State Board 
of Accountancy, W. L. Cramer, Arthur M. Flynn and H. R. George were 
granted C. P. A. certificates. 


Illinois State Board of Accountancy 


Marquis Eaton, of the firm of Defrees, Buckingham, Ritter and Eaton, 
has been appointed to fill the vacancy in the Illinois Board of Exam- 
iners caused by the expiration of the term of Silas H. Strawn. 


Mr. George E. Frazer, formerly of the faculty of the University of 
Wisconsin, has resigned his position as accountant with Wisconsin State 
Board of Public Affairs, to accept a position as Professor of Public 
Accounting and University Comptroller at the University of Illinois. 


W. P. Hilton and A. Lee Rawlings, certified public accountants (Vir- 
ginia), announce the formation of a copartnership under the firm name 
of Hilton, Rawlings and Company, with offices in the Law Building, 
Norfolk, Va. 


Flynn, Cramer and Linz, C.P.A. (Washington), announce that they 
have opened offices in the Hoge Building, Seattle, Wash. 


It is announced that the Standard Audit Company (J. A. McDonald, 
C.P.A., president) will hereafter be known as John A. McDonald and 
Company, certified public accountants, with offices as before in the Cand- 
ler Building, Atlanta, Ga. 


Edwards, Ronald & Company, chartered accountants of Canada, an- 
nounce that B. F. Griggs, who has been associated with the Winnipeg 
office of the firm, has been admitted as a partner. 
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